


a ee ee 























The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INsTITUTE OF ACCOUNTANTS 











Vol. 46 OctosER, 1928 No. 4 








American Institute of Accountants 


REPORT OF THE PRESIDENT * 
By JouNn R. RUCKSTELL 


The clock is about to strike its annual marking of time for 
administrative change in the government of the American 
Institute, the time when I must give an account of a year’s 
leadership. 

Those who have been more or less closely associated with me, or 
otherwise in contact—members of the council and of committees 
—do not have to be told what has been done by the retiring 
administration. Most of you can make a better appraisal, 
reduced to net accomplishment values, than can your president. 
But the president’s valedictory is prepared and printed to carry 
his message to those who through circumstances do not attend the 
convention and did not or could not do so much to assist, yet are 
commendably desirous of knowing how the Institute fared under 
the administrative guidance selected. These also should be told 
what unfinished work was taken over for completion or contin- 
uance, what policies were initiated, carried out, or are to be 
passed on to the succeeding administration. The annual mes- 
sage of the leader, when coupled with committee reports, should 
include a review of things accomplished, of important work 
progressing, and an outline of desirable and timely things to be 
considered. 

Sometimes the greatest wisdom displayed by a general is in the 
care with which he selects those who are to assist him and to be at 
or near the firing-line, to carry out the plan of campaign. Per- 
haps, then, the best I did for the Institute, and also of credit for 
myself, was to begin my administration by a careful selection of 





* Presented at the annual meeting of the American Institute of Accountants, September i8, 
28. 


241 

















The Journal of Accountancy 








men for and organization of the various committees. After all, 
the history of accomplishment in the Institute is in large part the 
record of efficient work done by committees. The unseifish 
active interest taken by so many individual members of the 
Institute is evidenced by a glance through the line of its suc- 
cessive Year-Books, to note the recurrence of the same 
names on the council and on the various committees. Such 
recurrence or continuance, such year after year appointment, 
carrying with it personal expense and inconvenience, is wholly 
because of the active, generous, efficient and unselfish service 
rendered. 

The greatest general of an army is not always, and but rarely, 
the one who leads his troops on the battle front; but more often it 
is he whose name is made more permanent to fame by what he ac- 
complishes at headquarters, behind the lines, in selecting leaders for 
the different divisions—each leader for his peculiar fitness. This 
also holds true in business, industry and civic affairs. And apply- 
ing this comparative to my incumbency of office, when I was 
elected I felt that my efficiency for administration could best be 
demonstrated, my year of incumbency be made possibly to show 
some fair comparative results, if I should give my thought at the 
beginning to a careful selection of those who were to serve on the 
various committees. 

Where, then, you find or consider that little progress has been 
made, blame the president, and where you find worth-while 
progress made or much accomplished, give the credit to your 
committees, and I shall indirectly draw some of the credit for 
having wisely selected appointees. 

Under the disadvantage of residence at a distance from the 
home of the Institute, I was compelled to do much executive work 
by correspondence that would better have been performed no 
doubt by personal contact, but I was fortunate and favored at 
the outset by the election of an unusually strong executive 
committee. The records show how attentive that committee has 
been to its duties in the management of your organization, 
overcoming presidential absence. I further tried to offset the 
disadvantage to the Institute through distant residence from 
New York, by making liberal use of the mails and writing in- 
dividually to many members and committee-men. 

In presenting this annual address of the president, informing 
the convention as to what the Institute has accomplished during 
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the year just closed, I have not great accomplishments of which to 
boast and I trust no serious failures of accomplishment to explain 
or for which to apologize. 


PROGRESSIVE ATTAINMENTS 


The Institute has pursued a dignified, conservative course 
in its various contacts. Shakespeare’s advice, ‘‘Beware of 
entrance to a quarrel, but being in bear’t that the opposed may 
beware of thee,”’ applies to institutions as well astomen. ‘‘Make 
haste slowly,” is another old maxim and likewise applies to 
institutions. The American Institute of Accountants has 
moved forward with that caution which first determines the 
general need of a measure, a change, or a policy—the wisdom of 
its introduction, the timeliness of its inauguration, the probability 
of its success, the permanency of its duration—then takes the 
step. The progress so far made has not been sensational nor 
spasmodic, but dignified, deliberate and constant; and a step once 
taken has been one of permanent advance in professional im- 
provement, earning the respect of a discriminating business public 
and the approbation of the Institute’s general membership. The 
successive steps taken seem to have been expedient and timely 
and therefore now rest on permanent footing. The successive 
administrations of the Institute have never attempted to satisfy 
all its members but they have inaugurated, developed and sup- 
ported policies believed to be for the common advantage of all 
reputable practitioners, regardless of their real or assumed in- 
dividual importance in the professional field. Where the goal set 
has not yet been fully reached, where but partial success has been 
attained, the progress made or part accomplished was at least 
something gained, while the uncompleted task is generally in the 
condition where it may be taken up and extended from the present 
structure without initiative repetition or radical alteration, the 
foundation having been ample and suitable for additions. The 
American Association of Public Accountants, predecessor of the 
Institute, served fairly well the professional requirements of an 
earlier day and later was easily extended or modified to become 
the American Institute. The rules of conduct and regulations of 
practice in the Institute have grown with the growth and evolving 
needs of the profession. The work of the important continuing 
committees has been that of accretion—successors extending the 
work of predecessors. For example, consider the system of 
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furnishing examination questions to state boards: starting this 
coéperation a few years ago, it now extends to nearly two-thirds of 
the states and territories in the union. So we might illustrate 
all the other functional activities or features of the Institute,— 
the library, the Accountants Index, the endowment fund, the 
Foundation, THE JOURNAL OF ACCOUNTANCY and the latter’s 
vigorous offspring, the monthly Bulletin. 

In thus reviewing the work of the Institute, I am but re- 
peating what others have said. But it is well occasionally to take 
an inventory, to make an appraisal, to remind those of indifferent 
disposition as to current progress and what are the present 
purposes, the future objectives, of the Institute. In thus re- 
viewing, I am thinking to anticipate and endeavoring to answer 
such occasional questions as: What are we doing? What are our 
leading aims or main objectives? Of what positive or direct 
value is the Institute to individual members? 

For what we have done, whether initiative, constructive, 
administrative, executive, or literary, its members can be proud 
of the Institute. Let me briefly allude to the last feature 
mentioned—our literature. The official organ, THE JOURNAL 
oF ACCOUNTANCY, is a standard magazine of high class—in size, in 
fixed standard of arrangement and make-up; in choice of matter 
accepted for advertising publicity and in the literary excellence 
and technical value of contributed professional matter appearing 
in its columns—that make its now forty-five completed volumes 
a very desirable and valuable collection of information. The 
Index, in comprehensive completeness as a reference to the litera- 
ture of accountancy and related subject matter, has no equal, we 
may safely say, in the world. 

In a material or substantial sense, the average member does not 
realize the position of strength the Institute has reached in its 
comparatively few years of existence. For instance: its home 
property at 135 Cedar street, New York; its library, one of the 
most nearly complete of its kind in the world; its endowment fund 
of more than a quarter of a million dollars to insure the carrying 
out of what it undertakes—these materia! possessions, these ac- 
complishments, these literary monuments, these sinews of 
strength for continuing steady growth, should well indicate the 
kind and quality of the organization that is behind us and further 
indicate one of the active means by which our profession is to 
advance in the United States. 
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A living organization never stands at rest nor ever completes its 
work. A dead language, for example, ceases to extend definitions 
and adds no new words; while a living one never ceases to broaden 
and refine and is ever adding new words to meet the demands of 
thought. So the American Institute of Accountants, with the 
needs of the rapidly growing profession, the ever-increasing prob- 
lems confronting the business world, the perplexing demands of 
government under war and post-war conditions, and the conse- 
quent need of more scientific technical training, has had to keep 
pace with the impulse of progress, and has advanced, not always 
to set the pace, not always to blaze trails for the adventurous 
ones, but sometimes to follow in their path and develop and refine 
what had been fairly well founded but crudely pioneered. 


COMMITTEE PERSONNEL AND THE SECRETARY 


The progressive departmental work of the Institute is assigned 
to and carried out by various standing and special committees. 
The work of these committees is summarized and usually trans- 
mitted to the convention and membership by the reports of the 
council and of committees. Thus, what the Institute has done 
during the year, whether finishing or actively continuing what was 
previously begun, or initiating new activities which either have 
been completed or upon which progress will be reported, and ad- 
vising as to work for the future—all this I trust will be presented 
by the committees. As such reports, with those of the secretary, 
the treasurer and the auditors will supplement the president’s 
message, I shall by omitting particulars avoid needless duplica- 
tion. However, as the president is chairman of the executive 
committee, I should refer to the fact that in my official and pre- 
siding capacity I was for obvious reasons more frequently con- 
spicuous by absence from than presence at its meetings. I am 
loath to believe that the Institute was much if any the sufferer, 
though possibly instances can be shown where my absence counted 
asagain. At any rate, the executive committee frequently met, 
devoted its best thought to the Institute and has my sincere 
thanks and gratitude both for its indulgence to me and for its 
valuable service. 

The membership of the Institute is spread over a wide area. 
Our regional or chapter subdivisions or other Institute groups are 
found in widely separated cities. For the officers annually to 
visit each of these groups is impracticable. So we make an effort 
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toward impartial attention by alternations of visits—the officers 
favoring one or more sections of the country in one year, 
their successors visiting other localities in a following year. 
Thus I tried to do a fair share of visiting during the past 
year—particulars of which have amply been given to the 
membership by our friendly and welcome messenger, the 
monthly Bulletin. | 

I have used a military simile when referring to the generalship 
of the president in selecting his committee-men. Let me again use 
this form to describe another important personal factor making 
for the success of the Institute. In military administrations 
they sometimes have an official known as a liaison officer. His 
is the duty of contact, conference, and effecting coérdination 
between two or more armies of the same supreme command. In 
the Institute the comparison well applies to the secretary. As 
the permanent administrative officer, it is he who has the most 
comprehensive knowledge of the individual members. More 
than is possible for any other man in the Institute, he knows the 
peculiar fitness of certain members for certain work, he has the 
measure of their willingness and promptness to serve, their quali- 
fications for special committee work, their probable persistency | 
toward task accomplishment. | 

Therefore, much of the progress we have made, the credit we 
have earned before the nation and the world, the high literary 
quality of our passing and permanent publications, the well 





organized departments and their smooth coérdination, the con- 
servation of our financial resources, are due in generous measure 
to the efficient and scholarly secretary of the Institute, who has 
continuously served us from the year 1911 to date. 


RETROSPECT AND PROSPECT 


We are still a very young profession. Countless generations 
reach back in law and in medicine to Justinian and Hippocrates; 
but in accountancy, as a learned profession, the practising grand- 
sons of professional accountants are extremely scarce. A young 
profession has the advantage of freedom from time-worn preju- 
dices that usually attach to or cluster around the older institu- 
tions with their precedents or traditions, prerogatives and special 
privileges. The representative organization of a young profession 
wisely surveys its surroundings, and sets, shapes or determines 
| its course with equal regard for the welfare of its members and the 
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public they seek to serve; and in either case looking to increasing 
demand for and return value of service. 

Healthy growth in a young institution such as ours is of course 
one of the evidences of its worth and reasons for existence. But 
the success of the Institute is by no means fully measured by 
acquisition of members or added funds to its treasury. These 
increments are of course desirable, necessary and not to be under- 
valued; but it is of greater importance to be able to show sub- 
stantial progress in advancing the interests of the profession. 
So, then, fairly to measure the progress of the Institute, we must 
to numerical and financial strength add its growing prestige and 
influence in the commercial and industrial world. 

In those qualities that can not be represented by figures or sym- 
bols nor easily described in words—in the immaterial qualities 
such as professional morale and better individual understand- 
ings—in these also we have made very apparent progress. The 
Institute has pursued a course of dignity which by some has been 
mistaken for aloofness, though from the better representatives of 
our profession and the substantial interests of the country its 
course and attitude have earned and command wholesome and 
wide-extended respect. 

Where would our profession of accountancy be today, or what 
influence would it command were it not for the Institute, that 
stands by to support us? It takes the force of representative men 
in well organized numbers to bring about legislative enactment, 
initiate national improvements, start public interest, inaugurate 
salutary business customs, establish and enforce proper profes- 
sional standards and regulations. Individual effort, even when 
it is that of one most prominent and representative in his class or 
following, makes little headway. But when an organization that 
includes the representative men in any legitimate calling under- 
takes to carry out a well defined, laudable purpose, progress may 
be slow but it is generally sure. 

None of us, I feel certain, believes that the field of the public 
accountant, in any given direction, is developed to its reason- 
able ultimate limitations. There are, moreover, some kinds 
of service that come within the proper domain or scope of ac- 
counting, or for which the educated accountant should stand 
qualified, where we have made scarcely more than a start. I 
refer to such common matters as receiverships, refereeships and 
corporation-directorships. We look forward to having these 
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opportunities opened for us, or greatly extended where already 
open. 

I repeat, we can often accomplish through an organization 
what can not be accomplished by individual action. Your local 
chapter or your state society gets a hearing before your city coun- 
cil or your state legislature, where an individual accountant would 
make slight or no impression. ~The American Institute, through 
committees, presents measures or matters before bankers, busi- 
ness organizations, courts, legislative bodies or congressional 
committees, and gets not only hearings but often valuable con- 
cessions; as witness the action of the courts of Massachusetts on 
the privacy of accountants’ working papers, the welcome given 
the Institute’s appointed representatives in house and senate com- 
mittee tax conferences, or in effecting the suppression a few years 
ago of an organization whose activities threatened the C. P. A. 
certificate. 


RESTRICTIVE LEGISLATION 


One of the questions frequently put to the older accountant by 
his junior, one of the subjects frequently discussed at gatherings 
of public accountants, is the irritating one of legal exclusion of 
non-certified, non-licensed or non-qualified practitioners. Why, 
it is asked, do we not protect the public as well as the properly 
qualified and licensed accountant? Why is the individual who 
has been required to train, to serve an apprenticeship, to secure a 
certificate under state law and continued supervision after severe 
examination or tests of qualifications—why, it is asked, is he 
not protected from the unlicensed, legally irresponsible quack, 
or from what is not infrequently incompetent, unaccountable and 
irresponsible malpractice? 

These questions are at least partly answered by stating the fact 
that asserted constitutional right, even where it injures, is often 
hard to overcome, bridle or restrain. In this country, because of 
our boasted liberty, our patience is often sorely tried by so-called 
“constitutional rights.”’ 

It is more difficult to secure legal enactments of national scope 
in America than it is, for instance, in Great Britain. The ac- 
countancy act in England and the British companies act, were 
much easier to secure than would be similar nation-wide legisla- 
tion here. Over there, the enacted laws are at once national, 
passed by one central government. Here, most of our laws are 
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the enactments of separate disconnected state legislatures. We 
have forty-eight political units. A law that one state will ass, 
another will not; or there will be modified provisions making 
common interstate enforcement difficult or impossible, having a ten- 
dency to diminish respect and encourage evasion. This, then, 
encourages legislators to play politics, make political trades, 
hamper the passing of new laws or threaten repeal of those exist- 
ing. And often when a measure has passed and, with emenda- 
tions and additions, has become a law, its own sponsors, those 
who introduced the original bill, would like to disown it. 

We have then no national accountancy law, but some fifty- 
three separate and somewhat dissimilar state or territorial laws. 
So it has been one of the constant and difficult activities of the In- 
stitute to try to bring them into uniformity. Our task has been 
no easy one, as may well be understood. New York has one ac- 
countancy law, Illinois and Michigan have laws differing from 
New York's and likewise from each other's. Going south, wedo 
not find Florida following any of the earlier laws of Louisiana, 
Georgia or Texas. 

If, then, the accounting profession is to advance with any kind 
of national uniformity, this must be accomplished by or with the 
help of national organization. And progress in that direction 
will be proportional to the respect and public influence that can be 
secured or commanded by such organization. 

What are the logical means and sequence of active procedure 
to accomplish national uniformity of accountancy laws, exten- 
sion of professional service and restriction of that service to 
the legally and otherwise properly qualified? Are they not 
to bring the various and varying state laws into closer har- 
mony, to equalize the educational qualifications for the C. P. A. 
degree and reduce the requirements of practice to a uniform 
standard? These are objectives of the Institute and its at- 
tention to them within bounds of reasonable possibility has been 
and continues to be active. It provides a model C. P. A. law. 
It supplies most of the state boards of accountancy with examina- 
tion questions. It works for the benefit of the profession through 
large and powerful national bodies like the Chamber of Commerce 
of the United States and the Robert Morris Associates, the 
latter being the credit clearing-house of bankers. Its influence 
and its funds are used where legalized professional accountancy 
as attacked. 


249 














The Journal of Accountancy 








Its progress toward major objectives may not be as rapid as 
could be desired, but when the progress that is made, though it be 
slow, is consistently toward the wished for, we must be patient 
and give individual encouragement and substantial support when 
and where we can. 


PUBLICITY 


Advertising and publicity has been another irritating subject, 
familiar to every accountant, one that has been considered by the 
Institute and sometimes has caused differences of opinion. 

The question of professional advertising is made more annoying 
by reason of restraining rules to govern the member of the In- 
stitute, while the unlicensed, irresponsible practitioner may adver- 
tise his services ad libitum and, at times, ad nauseam. 

But the law of compensation is at work here, though we do not 
all nor always realize it. There is a peculiar public or community 
psychology that follows advertising. The style of advertising 
that will draw the public to a circus will keep practice away from 
the doctor, accountant or lawyer. We may successfully adver- 
tise material things or manual skill; but the training of the mind, 
the immaterial product or experience of the intellect, requires 
publicity, not advertising, to promote its success. 

When an individual sends out his message in print to the public, 
that is advertising. When an institution or membership organ- 
ization sends out its message on the kind, quality and value of 
service to be rendered by itself or by its members, that is pub- 
licity. The dentist or doctor who directly advertises his pro- 
fessional services is rated as a quack or unethical, whereas the 
periodical that carries an impersonal message on the value of 

dentistry or medical service is widely read, the advice seriously 
considered, and ethical practitioners are benefited. 

Certain professions, like certain kinds of business, do not openly 
or directly advertise, but publicity helps them. The attorney, 
the physician or the surgeon, who would directly proclaim his 
skill, from shingle, advertising leaflet or newspaper page, would 
secure practice from the class seeking cheap divorce and medical 
treatment on the instalment basis; while those who did no adver- 
tising, but got public mention when the quality of their work was. 
favorably commented upon by printed page or oral dissemination, 
would be sought out and patronized by the class of clients or 
patients that could afford to pay. 
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Merchandise or materials or the skill of service that goes with 
or for the installation or placement of materials—these may prop- 
erly and profitably be laid directly before the public. Such skill 
is handicraft rather than mind-craft. But there seems to be a 
subtle, almost indefinable, disfavor toward those who proclaim 
for themselves the talents of the mind, soul or intellect. 

Advertising, then, is what we say of ourselves, or, knowingly 
permit or direct to be said of us or for us. Publicity is what may 
be told or published abcut us which we neither initiate nor author- 
ize, try to influence nor to control. The collective, impersonal 
message that an organization may give or send through speakers 
from public platform or forum, or in print from private organ or 
public press, changes the character of the message from adver- 
tising to publicity. When we say something laudatory or des- 
criptive of ourselves or of our talents, that is advertising; when 
others say the same thing about us and it is said in such a way 
that it does not indicate having been inspired by ourselves, that is 
publicity. When a doctor’s patients talk about his cures, it 
brings him new patients; when the doctor himself talks about his 
own cures, it does not generally bring patients of the right kind. 

The thought-impression or association I desire to make is, 
that, while the Institute discourages advertising, it might find 
means to encourage publicity. In addition to our accountancy 
publications, which are read by our profession rather than by our 
clientele, we might get more accountancy news or promotive 
matter into the public prints if the Institute would extend its 
activities toward this objective. 

It may be desirable to establish a permanent publicity de- 
partment of the Institute to secure publication of information con- 
cerning the Institute, the certified public accountant, or some 
outstanding piece of accounting work, such as clever discovery 
of fraud or relating to special public service accounting activity 
worth reading. It is noteworthy how frequently the important 
acts of representatives in law, theology and medicine are recounted 
and how seldom there is reference to the important profession 
that helps to direct commerce, manufacturing industry and the 
proper administration of public affairs. 


MEMBERSHIP AND ADMISSIONS 


Growth of the Institute has been consistent and uninterrupted 
ever since its beginning, and this in spite of rigid requirements for 
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admission. The administrative committees of the Institute 
which regulate the admission of members continue to be governed 
by the opinion that quality counts for more than do numerical 
units. While we are desirous of adding new members, we do not 
intend that increase in number shall effect decrease or decline in 
quality and weaken present standards of the Institute. That 
would not be the kind of progress which we seek. 


THE INSTITUTE’S SECURE AND PERMANENT POSITION 


In retrospect, we look to nothing that we should wish to recall. 
We have maintained and shall continue to maintain the dignity of 
the accounting profession; we have justified increasing pride in 
the possession of Institute membership and earned a position of 
high esteem before the American public and of commanding im- 
portance in the financial, commercial and industrial activities of 
the nation. 

For the future, the Institute has its policies well defined. It 
has deliberately set its general plans to be consistently worked 
out, with jealous and justified pride in its permanence and capa- 
bility properly to protect the accounting profession, and further 
build up, educate and develop that profession to earn and hold 
the respect of all men through the personal conduct and fair 
practice of its members, having regard for truth and the welfare 
of the public—members in short who are professional men in 
whom full confidence may be placed. The American Institute of 
Accountants, we may say without undue arrogance, represents 
that collective body of professional men who have the training, the 
experience, the integrity, and the pride in their personal conduct 
that entitle them to the highest respect and their services to the 
full measure of confidence in the commercial, financial and indus- 
trial world. 
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Limitations of the Present Balance-sheet * 
By CHARLES B. COUCHMAN 


Producers of any marketable product and creators of any 
worthy service must constantly compare their output with the 
improvements that are being made in thought and in invention. 
Accountants are not exceptions to this rule. It is quite essential 
that we should pause from time to time and study our output 
to see whether or not we are taking advantage of the best develop- 
ments in the analysis and interpretation of economic facts. In 
making this study we suffer from no dearth of willing and eager 
advisors. Suggestions for proposed improvements in our finan- 
cial statements pour in upon us from a multitude of sources— 
clients, professors, bankers, bookkeepers, students, stock-market 
touts, economists, would-be economists and members of our own 
profession. These suggestors manifest varying degrees of enthu- 
siasm and of temper and their suggestions range in tenor from the 
results of calm and thoughtful consideration upon the one hand 
to lurid attempts at biting sarcasm on the other. Regardless of 
the manner of presentation, the profession of accountancy would 
be foolish to disregard all these no doubt well meant and perhaps 
well founded suggestions. It would be much more foolish, how- 
ever, if it adopted them without careful study as to the outcome 
of such adoption. 

One of the most important statements produced by the public 
accountant is the statement showing the financial condition of a 
person or of an organization at a given date, whether such state- 
ment be called balance-sheet, a statement of assets and liabilities, 
a statement of resources and obligations or by any other name of 
similar import. Aside from exceptional cases, these statements 
are presumed to display financial condition on the basis of a going 
concern. Any exceptions to this usually bear specifc notation 
showing the purpose for which they are prepared and the basis. 
of valuation. In this paper I propose to discuss only the state- 
ments prepared on the basis of a going concern and for conven- 
ience shall refer to them as balance-sheets, discarding for the 
moment any technical differentiation of terminology so far as 
the title of the statements is concerned. 

Much criticism of balance-sheets as now generally prepared. 


by public accountants has been voiced, and apparently such. 
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criticisms are becoming more numerous. These arise chiefly 
from a desire to have the balance-sheet express something which 
it now omits or to express differently some element which it does 
display. Some clients consider that their business is worth more 
than the amount shown in the balance-sheet and that the assets 
as displayed therein should be stated at a higher figure. A few, 
ultra-conservative in character, offer a criticism of an opposite 
kind. As an illustration, one client voiced his sentiment in this 
remark, “Are you certifying that I could get this much for my 
business if I offered it for sale today?’’ Some feel that the fixed 
assets should be valued on a sound reproductive basis rather than 
at depreciated cost; others that the valuation should be based on 
the efficiency of the plant as a whole; still others that the valua- 
tion in the balance-sheet should bear a direct relation to the earn- 
ings; and yet another group is demanding that the price offered 
for the capital stock on the stock market should be the deter- 
mining factor of the worth of the business and should be reflected 
in the financial statements. How delightful it would be if we 
as accountants could satisfy them all! After all, accountants 
are accommodating rogues and would be happy if they could 
satisfy all these varying demands. Such desire, however, be- 
comes further complicated by a group which says that fluctuating 
values of the dollar should be recognized and that values in the 
balance-sheet should be measured in terms of unit purchasing 
power. The problem becomes more difficult. 

I am not ready to propose to the Institute that we should 
accept all these friendly suggestions and immediately proceed to 
apply them to the balance-sheet that we put forth in the future. 
I fear we should encounter some difficulties in making one poor 
sheet of paper tell so many varying stories. However, I think it 
is well for us to look at these different demands and see to what 
extent the statements we put forth may be modified because 
of them. 


PRESENT BASIS 


In the preparation of financial statements the public account- 
ant is guided to some extent by the purpose for which such state- 
ments are required. If an organization is facing insolvency and 
a statement is demanded that will display as far as possible the 
probable result of forced realization of the assets, the accountant 
is willing to prepare what is known as a statement of affairs. This 
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differs materially from the recognized balance-sheet and usually 
bears little resemblance to a statement prepared on the going- 
concern basis. Liabilities are classified according to their priority 
of claim, such priority being fixed either by statutory regulation 
or by character of contract. The assets are valued according to 
their expected realization. 

Again, if a statement is desired to serve as a basis for sale, it 
may include certain special features which are made a part of the 
terms of the sales contract. If a balance-sheet is prepared for the 
purpose of rate determination under the rulings of the interstate 
commerce commission or of some other public-service commission, 
special consideration must be given to the various factors which 
properly enter into such calculation and again the resultant 
statement may differ in some respects from the ordinary balance- 
sheet into which such special considerations do not enter. 

There are numerous other cases in which a special purpose 
justifies specific treatment on the part of the public accountant. 
These, however, are exceptional cases and the profession has dis- 
played as much flexibility in its treatment of these cases as is 
consistent with the fundamental principles which must govern 
its work. 

The question we are facing today is not concerned with 
these types of statements. Instead, our problem is with the 
ordinary, every-day, garden variety of balance-sheets, wherein 
none of these special considerations enters; in other words, the 
balance-sheets prepared for the organization which is not facing 
the problem of forced sale nor of rate-making nor of merger or sale 
contract, but rather the problem of continuing to operate in the 
periods subsequent to the date of the balance-sheet in the same 
general way in which it has been operating in the past. 

With regard to this type of balance-sheet, we are called upon 
to consider whether or not it is now prepared in a way that best 
serves the interests of all parties concerned. This kind of balance- 
sheet has been the subject of much criticism, just or unjust. 
Accountants state that the basis of value measurement in this 
balance-sheet is that of a going concern, and people ask what is 
meant by that term. It is doubtful if the reply can be expressed 
briefly. In the first place, accountants believe that their primary 
function lies in the verification, the analysis, the recording and 
the accumulation and display of the results of financial transac- 
tions and obligations. This opinion is generally accepted through- 
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out the commercial and legal world. In applying these principles 
accountants have attempted as far as possible to apportion the 
effects of transactions to their proper periods of time. As a 
result, a balance-sheet prepared for a given date attempts to dis- 
play on the one hand all values resulting from past transactions, 
the use or benefits of which apply to periods subsequent to that 
date, and on the other hand to display all obligations resulting 
from such transactions which must be met subsequent to that 
date. This apportionment between periods is in many cases the 
result of exact verification, as in the case of cash and various 
other current assets, or the result of arithmetical calculations, as 
in the case of prepaid items which by contract cover definite 
periods of time. Other allocations are the result of estimates 
only, as no enforceable contract governs the allocation. Under 
this heading come the estimated loss on receivables, depreciation 
or obsolescence of fixed assets and the apportionment of certain 
types of deferred charges. Such allocations of value to the 
future because of past expenditures, whether they are the result 
of exact calculation or of estimate, are based on the assumption 
that the organization will continue to operate in such a way as to 
utilize these values. 

By this method the income statement displays all elements of 
past transactions not carried forward on the balance-sheet. In 
other words, all effects of transactions from the origin of an or- 
ganization to a given date are reflected in the income statements 
during the period and the balance-sheet at the final date. The 
advantages of such a system are self-evident and facilitate many 
of the accountant’s functions. Thefundamentalsof this procedure 
are sound, but the proper allocation of values to a balance-sheet 
of a given date constitutes one of the accountant’s chief difficulties. 

Accountancy, if it fulfils any function worthy of the place it 
now occupies in the business world, must base its records and its 
financial statements upon something that is definite or as nearly 
definite as may be. Financial transactions, either in the form of 
accomplished acts or of contracts of a legally binding nature, 
supply a basis of definiteness and of a fair degree of accuracy 
upon which the accountant may rear his structure of statements 
and reports. Some modifications of this basis have been accepted 
and now enter to some extent into the majority of financial state- 
ments. With regard to the accomplished transactions and the 
legal contracts, the person or organization whose financial state- 
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ment we prepare must be or have been a party to them. Using 
fixed assets as an illustration, if the organization audited has 
expended a certain sum of money for these assets, that expendi- 
ture represents a transaction made by the organization and sup- 
plies a definite amount known as “‘cost,’’ which may be used as 
the basis of value for certain assets on the balance-sheet; or if 
only a portion of the purchase price has been paid and a binding 
purchase contract has been entered into and title legally trans- 
ferred to the organization, the accountant has a definite basis for 
the value which he may use in the balance-sheet. 

Of the modifications above referred to which are accepted in 
general accounting practice, two illustrations may be given with 
regard to fixed assets. The first relates to depreciation or de- 
crease in value of the assets since the date of acquisition. Here 
there is no financial transaction nor legal contract to serve as a 
basis. The figures that the accountant uses must be estimates 
and these estimates must be based upon the best available data. 
Even so, experience constantly shows that the estimates are 
incorrect and from time to time, as assets are replaced or are dis- 
posed of, adjustments must be made to correct the errors. No 
one realizes the inaccuracies resulting from depreciation esti- 
mates better than does the practising accountant. Nevertheless 
he knows that depreciation does take place and he uses or should 
use the best information he can obtain in setting up his estimate 
of the decrease in value that has taken place up to the date of his 
report. 

Another modification which is not based upon completed trans- 
actions nor upon binding contracts is concerned with the element 
of appreciation of fixed assets. When an organization has its 
assets appraised by competent disinterested third parties, the 
public accountant, if he has confidence in the integrity and ability 
of such third parties, may bring into his balance-sheet values for 
fixed assets as shown by the appraisal, making proper adjust- 
ments of the reserve for depreciation. Any excess net worth 
resulting from appreciation he displays by a classification that 
will distinguish it from surplus from earnings or from other 
sources. 

There are other modifications in the basis of valuation which 
the accountant recognizes, such as the measure of doubtful 
accounts receivable; but the accountant is deeply concerned 
with limiting the number of such modifications in his balance- 
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sheet and as a rule they are of a character showing decrease in 
net worth rather than increase; in other words, showing allo- 
cation of expense to past periods, rather than anticipation of 
possible future transactions. In the main, the value of assets 
displayed by the accountant in the balance-sheet as it is prepared 
today may be substantiated by transactions of a completed 
nature or by contracts legally or morally binding. When con- 
sideration is given to the responsibility resting upon the public 
accountant, his hesitancy in departing from such a firm founda- 
tion can readily be understood and should be respected. I think 
I am justified in insisting that the chief functions of the account- 
ant must relate to past transactions or current binding contracts 
and that other factors which he accepts must be kept at the 
minimum. 

It appears that most critics who see a possibility of change are 
too ready to think they have hit upon something new and to 
burst into tirades against the accountant who has failed to 
incorporate their ideas in his reports and to hurl at him such 
adjectives as “blind,” “‘hide-bound”’ and “narrow-minded.” 
They overlook the possibility that the accountant may have 
thought of the same idea that has so suddenly struck them and 
may have conscientiously weighed its possible effects and dis- 
carded it. 

To summarize briefly, the theory underlying the balance-sheet 
of a going concern is that every classification displayed therein 
shall have resulted from accomplished financial transactions 
and/or unfulfilled obligations to which the organization is a party, 
modified by the attempt to allocate to proper fiscal periods all 
earnings and all expenses. Aside from this element of allocation, 
all classifications may be substantiated by provable facts. Be- 
cause of the nature of the accountant’s work and his responsi- 
bilities this is a desirable foundation on which to stand. We 
have been asked to step from it or at least to shift one foot to 
another support. Before we acquiesce we desire some proof of 
the trustworthiness of the new footing and some assurance that 
the shift will be justified. 

Some of the suggestions seriously made to us imply that, 
instead of basing the balance-sheet upon the transactions of the 
organization concerned, we should substitute transactions of 
outside parties; that instead of basing values on past transactions 
we should base some of them upon future transactions which 
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may or may not occur; that instead of using as a unit of measure 
the legally established monetary unit of the land, we should 
use an economic unit as yet unfixed and unapproved by any 
properly constituted authority. Our hesitancy about hastily 
accepting these proposals seems to me to be well justified. Hew- 
ever, if the quality of our service to the business world is to be 
improved by such steps, we should investigate. 





IMPERFECTIONS 


I have no desire to suggest that the balance-sheet as put forth 
today is a perfect document, or that our methods of measure- 
ment of balance-sheet elements has reached the ideal of accuracy. 
On the other hand it is doubtful if any one realizes the shortcom- 
ings better than does the public accountant himself. We are 
eager to improve our handiwork, but our responsibilities are not 
to ourselves alone but to third parties, and we must therefore 
advance with due and reasonable caution. Even so, I believe 
we are progressing as rapidly as are other professions, for they 
too must advance with care. 

We admit with due humility and without hesitancy that our 
balance-sheets are not perfect. There are imperfections of which 
we are well aware and, no doubt, imperfections which we do not 
realize. We should be glad to find some safe and sane method of 
eliminating these. 

We have already adopted on occasion some modification of 
the established theory of the basis for balance-sheet measure- 
ment. As an illustration, we have incorporated appraisal values 
in our balance-sheets, but we have carefully set up in the surplus 
group an account to measure any appreciation of depreciated cost 
and have so adjusted this account that the difference between it 
and the adjusted asset value at a given time shows the amount of 
cost remaining after deducting the depreciation which has been 
carried to the income accounts. Other modifications of the basic 
theory have been made from time to time but it has seemed wise 
to keep these modifications to the minimum. 

One of the greatest faults in our balance-sheets lies in the in- 
correct allocations of cost to past periods when there are neither 
completed transactions nor binding contracts upon which exact 
measurement may be determined. A paper read before the 
American Institute of Accountants last year commented upon 
the fact that certain assets, particularly those of the fixed-asset 
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group, were frequently much overstated. This result is evidently 
due to allocating to past periods too small amounts, as deprecia- 
tion or as obsolescence. 

What may be considered as another modification arises in the 
case of a corporation where assets are acquired for capital stock 
and the valuation at which such assets are recorded is determined 
by a board of directors and is neither true cost, in the sense of 
purchase price resulting from negotiations made at “arms length,” 
nor a value determined by scientific appraisal. The only justifi- 
cation which the accountant has for displaying in his balance- 
sheet a value for such assets is the action of the board of directors. 
There is reasonable doubt whether or not an accountant would 
have any right to challenge the value so fixed. In the case of 
corporate reorganization wherein a new corporation with the 
same stockholders acquires the assets of the old on the basis of 
an enlarged stock issue, the assets so acquired are set up at a 
stipulated value as though that were the cost to the new cor- 
poration. From the viewpoint of a new legal entity, it is proba- 
ble that the term ‘‘cost’’ is rightfully so applied but in a broad, 
economic sense the organization is no more than a continuation 
of the old, whereas the amount shown on the books of the new 
corporation for fixed assets may be greatly in excess of the cost 
to the old organization. Yet in such a case the accountant does 
not display any account which measures the appreciation of book 
value over cost. Ultimately this amount becomes a charge to 
operations during the years of use so that whatever error there 
may be in the original valuation decreases year by year. 

We frequently find that our balance-sheets carry investments 
in the securities of other corporations at the original cost price 
without regard to the change in value which may have taken 
place in such securities. This is particularly true of unlisted stock. 
In this account there is no depreciation to reduce any error of 
overvaluation. 

The problem of deferred charges is not always solved to the 
satisfaction of the accountant. Cost may be the base, but a 
problem arises as to elements which justifiably may be included 
in the classification. 

We are frequently criticized also, and perhaps justly, be- 
cause our balance-sheets claim to be on the basis of going- 
concern value but without sufficient indication of where the 
organization is going. Perhaps this criticism would be met, at 
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least partly, if all balance-sheets were accompanied by earnings 
statements showing the results of operations over a period of 
several years. 

Indeed there are few classifications in a balance-sheet to which 
some adverse criticism might not be directed if one were suffi- 
ciently captious. I have described merely a few of the imper- 
fections which, we admit, apply to present-day balance-sheets. 
Accountants have given much thought to them, in the hope of 
finding a method of eliminating them without producing still 
more unsatisfactory results. 

I am sure that we as a profession will be thankful for any aid 
in standardizing our procedure and in eliminating or reducing 
faults. The existence of faults, however, does not weaken the 
basic theory on which our statements are built. Many of the 
faults arise from modifications of this basic theory which we 
have accepted. Others can, no doubt, be corrected to some 
extent, and we are willing and eager for any method which will 
aid in this correction. None of the suggestions for basic changes 
in balance-sheet presentation so far as I am aware will aid 
materially in the elimination of all these imperfections. 


LIQUIDATION BASIS 


Let us first give consideration to the suggestion that balance- 
sheets should contain values on the basis of liquidation. With the 
exception of very few organizations, such, for instance, as stock- 
exchange houses the greater part of whose assets are of a readily 
marketable character, forced liquidation results in a price de- 
termined almost wholly by the exigencies of the financial condi- 
tion of the seller. The amount can not be foreseen or estimated 
with any degree of accuracy. It would be suicidal for most 
organizations to present a balance-sheet on such a basis. 

In the greater number of organizations a forced sale of the 
business would result in marked loss in nearly all the assets save 
cash. Receivables can seldom be sold for any amount approach- 
ing book value. Prepaid expenses may prove to have little 
recoverable value. Deferred charges may have no value at all. 
Fixed assets, particularly such as specialized machinery, may 
bring no more than junk prices. On the other hand, if an organi- 
zation is not facing forced sale but is to continue its operations, 
it manifestly would be unfair to display valuations on the forced- 
sale basis or to omit items such as prepaid expenses and deferred 
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charges. One purpose of accountancy is to allocate income to the 
periods in which it is earned and, conversely, to allocate costs to 
the periods in which the services are received. To do otherwise 
would result in the loss of all the benefits that have been obtained 
from this development of accountancy. It would bring us back 
to the cash-receipt-and-disbursement basis with all its attendant 
injustices and inaccuracies. 

Another element that seems to have been overlooked by the 
advocates of liquidation values is the purpose of the organization 
whose balance-sheet is being prepared. Is it the purpose of all 
organizations to continue in business or to sell? Of course, if all 
for whom financial statements are prepared are on the auction 
block, having no function so important as to find a buyer, then 
let us hasten to revise our conception of the purpose of the 
balance-sheet. It can no longer be an expression of the going 
value of a concern if the concerns are all ceasing to go. If all 
individuals and organizations expect to sell, who will purchase? 
Is it believed that all organizations and individuals having bal- 
ance-sheets propose to sell their present assets only to repurchase 
others, so that we may have a veritable merry-go-round of title 
changing? If so, this business world would face immediate col- 
lapse, and manufacture, commerce and industry would perish 
over night. Of course no such cataclysmic intent governs the 
purpose of the commercial organizations for which we prepare 
balance-sheets. Therefore, why should we infer any such pur- 
pose or adopt any such basis for the statements which we prepare? 
The balance-sheet is not a price ticket. 


REPRODUCTION BASIS 


The suggestion that all assets of a fixed or permanent nature 
should be valued on the reproduction basis, rather than at cost, 
has more to recommend it to the serious consideration of ac- 
countants. In cases where clients desire the reproduction basis 
and have had values duly determined by reputable appraisal 
companies, public accountants are willing to incorporate these 
values in their balance-sheets. However, as a rule, this revalua- 
tion is not made frequently in the case of any one organization. 
Apparently few desire to incur the expense of having such reap- 
praisals made annually, but where it is done the accountants 
may and do incorporate the revaluations in their annual balance- 
sheets. In doing this, however, care must be taken that the 


262 

















Limitations of the Present Balance-sheet 








earning results are not distorted or unduly influenced because of 
revaluation. This requires the setting up of special accounts 
very carefully designated and adjusted properly from year to 
year. An excellent brochure has been prepared by leading 
authorities on appraisals showing how such accounts may be 
set up and properly adjusted. With this procedure the public 
accountant has no quarrel although it appears to him as having 
slight value. During periods of considerable fluctuation in the 
reproduction cost of assets it causes marked fluctuations in the 
balance-sheets of organizations which indulge in this pastime. 
These fluctuations are not caused by anything within the organ- 
ization nor are they concerned with its operations. They are 
whclly of an academic nature, based upon probable cost to dis- 
mantle and reproduce the present plant, when perhaps there is 
no intention to do any such thing. 

After all, how is the financial condition of an organization 
vitally affected by the fact that it wou'd cost more or less to repro- 
duce its plant than it would have cost in some preceding year, if it 
does not intend such replacement? If it does intend to replace its 
assets, should not the value of such assets on the balance-sheet 
be reduced to the amount of their junk or turn-in value? 

I think it is reasonable to assume that at a given date an 
organization is intending to replace its fixed assets or it is not. 
If it is not, why should the replacement value be displayed in the 
balance-sheet? On the other hand, if it is intending to replace 
such assets, is it not desirable to set up from surplus a reserve for 
the cost about to be incurred, rather than to use a replacement 
value for assets which are to be discarded? I do not feel that as 
yet the advocates of continuous-replacement value as the basis 
for fixed-asset valuation on the balance-sheet have proved their 
case sufficiently to justify accountants in demanding that basis 
for their reports. It might be delightful from the viewpoint of 
appraisal companies but that is scarcely a valid reason why 
public accountants should insist upon it as the basis for their 
balance-sheets. One argument in favor of the proposed procedure 
might be advanced in case of organizations which are carrying 
their assets at amounts in excess of the amounts that would be 
shown by appraisal, but I fear that this type of organization 
would be slow to accept any such requirement. If the value of 
fixed assets were accurately determined on the basis of their effi- 
ciency to serve the needs of the organization a much more 
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desirable and logical result would be obtained and if this were 
brought into general practice I believe that it would greatly 
improve the value of balance-sheets for certain purposes. 


THE FLUCTUATING DOLLAR 


One of the groups which advocate drastic changes in the 
methods of presenting accounting reports insists that reports 
should recognize and give expression to the variance in the pur- 
chasing power of the dollar. Some members of this group have 
become quite vociferous in their denunciations of accountants 
for failing to interpret their financial reports in terms of purchase- 
units rather than merely in terms of dollars, and they have 
indicated a belief in the abysmal ignorance of accountants with 
regard to the fluctuation of the dollar and the laws of economics. 

I think they are mistaken. The shrinking qualities of the 
dollar which have been raised to the dignity of star parts in the 
drama of economics by certain loud speakers are not wholly 
unfamiliar to accountants. The dictionaries give two definitions 
of the word “shrinking’’ and the accountant has experienced 
them both. One defines it as ‘withdrawing, recoiling, drawing 
back as with timidity’’ and the accountant has frequently dis- 
covered this quality of the dollar in his attempt to obtain it. 
The other definition is ‘‘ becoming less, growing smaller’’ and we 
have found this quality to be true after we have obtained the 
dollar. Therefore we have no doubt as to the dollar’s fluctuations. 

So far as I am aware, proponents of fluctuating values have not 
presented any definite methods whereby accountants may make 
the desired application of their suggestions. All of us recognize 
the fact that the dollar has fluctuated greatly since 1913 but no 
measure of such fluctuation has yet been devised, even by the 
ablest economists, which fully meets the requirements of a unit 
for the general valuation of balance-sheet items. At the present 
time, we are limited in the main to ‘“‘dollars’’ as the unit of our 
measurement. This unit at least has the advantage of having 
been approved by national law. It is quite essential that ac- 
counting reports, if they fulfil the function demanded of them, 
be expressed in terms which are as definite as possible. The 
dollar may fluctuate in its value, but at least it is a definite thing, 
known to those who must interpret financial reports. 

It is true that various indexes of dollar value are used today in 
statistical reports. Each is measured upon the ratio of the pur- 
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chasing power of the dollar for the period indicated as compared 
with its purchasing power in some preceding year, such as the 
year 1913. But these indexes vary. Some are based upon a com- 
parison of the purchase price of various items entering into the 
cost of living, particularly foods. Others are based upon the 
relative purchase price of metal and metal products; others upon 
the purchase price of building materials; still others upon a com- 
posite basis involving several or all of these factors. 

It has not yet appeared that any of them would fully meet the 
needs of the public accountant if he attempted to express his finan- 
cial statements in such terms, instead of, or in addition to, the 
dollar values. The balance-sheet of a piano-manufacturing cor- 
poration calibrated in terms of relative cost of food products 
would scarcely satisfy the thoughtful accountant unless for some 
strange reason the piano company were considering a conversion 
of its assets into bacon, turnips and potatoes. Or again, why 
should the balance-sheet of any corporation be written in terms 
of a building-material index, if the organization does not intend 
such a use of its assets? Even the composite index would 
scarcely give results that would be valuable in determining the 
financial condition or the financial progress of an organization 
which was contemplating a continuance of its present operations 
and the payment of normal dividends. 

Perhaps there would be merit in the reduction of our financial 
figures to some unit other than the dollar, but such a unit must be 
carefully worked out to serve the purpose effectively, and it 
must be standardized to such an extent that those who interpret 
the balance-sheet may understand the meaning of the expressed 
results. More than that, the accountant would probably feel that 
to shift from a dollar valuation to any other unit would not be 
sound policy until it had been definitely established by govern- 
mental authority. Under the present method the accountant 
may at times have to estimate the number of units in a par- 
ticular financial element, but at least the unit itself is not mis- 
interpreted. If some other unit of an unstable nature were 
used there would be uncertainty both as to the number of 
units measuring the item and as to the worth of the unit itself. 
It is highly desirable that uncertainties in the accountant’s re- 
ports be avoided. 

Accountants do not underestimate the value of comparative 
reports reduced to a purchase-unit basis, if such a unit can be 
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definitely and authoritatively established. Reports may show 
that an organization, year after year, made a profit expressed in 
dollars and had a constantly increasing surplus, whereas it may 
be true that expressed in purchase units this organization may 
have been making losses year by year instead of profits, and its 
accumulated surplus today may have less purchasing power 
than did its surplus of a number of years before. If this theory be 
properly applied it may be found that many corporations which 
face the possibility of an application of section 104 of the present 
income-tax law will have no surplus to which this section can 
apply. 

From the viewpoint of economics there is no denying the sig- 
nificance of the fluctuating power of the monetary unit. It is 
not a theory merely but a serious reality. While this is a recog- 
nized truth, there has not been devised a method which has 
established itself as justifying the public accountant in adopting 
it as the measure in his reports. 


RELATION OF BALANCE-SHEET VALUE TO MARKET PRICE OF STOCK 


Several recent magazine articles have bewailed the fact that 
the balance-sheet of a corporation does not seem to bear any 
direct relation to the value of the stock of that corporation, as 
indicated by the stock-exchange quotations, and have commented 
upon the low mentality of accountants for allowing such a dis- 
crepancy. Some writers have advocated that the capital stock 
as shown on the balance-sheet should be expressed in terms of the 
market value of the stock and the goodwill of the corporation 
should be set forth or adjusted accordingly. 

I doubt if the accountancy profession will accept this recom- 
mendation. Some of us feel that the prices bid for stock on the 
market have very little relation to true values of the stock or to 
the balance-sheet of the corporation it represents. I can conceive 
of few greater accounting absurdities than to attempt to use the 
market value of stock as a basis for the adjustment of values in 
the balance-sheet of a corporation. Such a procedure would, 
among other things, be a reversal of the order of cause and 
effect, and one can readily imagine the anomalies that might 
result from attempting such a procedure. 

Under the present conditions governing bids and offers of 
stock on the market, a limited group might raise or lower the 
price of stock of a particular corporation to almost any degree 
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desired, regardless of the fact that the actual values in the cor- 
poration remained constant during the period. If this procedure 
were followed by accountants, stock manipulators could dictate 
the financial statements of listed companies regardless of earnings 
or other facts. 

The inarket quotations from day to day usually apply to com- 
paratively few shares of the stocks quoted. There is no proof 
that this price would remain constant for the entire issue if that 
issue were offered. There is, therefore, no justification for apply- 
ing to the entire stock issue as displayed on the balance-sheet 
a price per share which has been offered or accepted for compara- 
tively few shares. 

It is probable that the incongruity between balance-sheet values 
and stock-market quotations will continue and he who expects to 
find harmony between these two almost unrelated items will con- 
tinue to be disappointed. Forecasting is dangerous, yet I venture 
to predict that the market value of a stock will not be accepted 
by accountants of standing as a proper basis for balance-sheet- 
value adjustment so long as present conditions which govern 
stock-market fluctuations continue. 


EARNING-POWER BASIS 


The present opinion of the investment world seems to be that 
the earning power of an organization is the primary measure of 
its worth. If earning power could be applied as the basis for asset 
valuation, financial statements might be more in keeping with the 
desires of the financial world. Such application, however, pre- 
sents numerous problems the solution of which has not yet been 
made clear. 

To attempt to adjust fixed-asset valuation according to earning 
power would result in many absurdities. Therefore if it is made a 
basis for balance-sheet values the adjustment would have to be 
in some intangible item, such as goodwill, formula, trade marks, 
or some classification of similar import. This adjustment would 
have to be reflected either in the capital stock or in some surplus 
classification. Earned surplus already would have been increased 
by past earnings. Further to increase surplus because of the 
capitalization of such earnings would be in a sense a duplication. 
All accountants are familiar with numerous illustrations where 
past earnings for several years prove to be no true indication of 
future earnings. In such a case a balance-sheet prepared upon 
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the basis of capitalized earnings would grossly misstate the real 
worth of the organization. Also, we in the United States have 
not attained any uniformity in the measure of goodwill. Several 
elements must enter into such measurement: 

1. The number of years of earnings to be considered. 

2. Adjustment of earnings because of non-recurring charges, 
scientific depreciation, proper capitalization of asset im- 
provements and numerous other elements. 

3. The amount of return upon investment to be allowed before 
capitalization. 

4. The rate of capitalization. 

Until there is a generally accepted standard for each of these 
elements, it would be hazardous for the profession to adopt this 
method as the basis for all balance-sheets. However, this basis 
probably has more to recommend it for our serious consideration 
than has any of the other bases which I have discussed. 


CONCLUSION 


I have no authority to speak for anyone but myself, but I do 
not believe the time is yet at hand when the essential bases of 
balance-sheet valuations as now used and accepted in the ac- 
counting and business worlds can be radically changed. I believe 
that we shall continue for some time to prepare our balance- 
sheets on the basis of going concerns and that the values displayed 
therein will be those resulting from financial transactions and 
from legally binding contracts to which the organization is a 
party. I do not believe that we may justly be considered smug 
or hidebound or slaves to precedent, merely because we have 
failed and continue to fail to accept suggestions which have not 
been found wise or those which careful study shows to be absurd 
in principle or a violation of sound economics and of business 
judgment. 

It must be remembered that the principles which now govern 
the preparation of financial reports are not the result of the edicts 
of any accounting Mussolini or any ill-advised statute or any 
compulsory basis whatsoever, but rather are merely the consoli- 
dated results of accumulated business experience, seasoned with 
common sense and a careful study of cause and effect. 

It is not my intention summarily to dismiss suggestions as 
being unworthy of our consideration but rather to indicate my 
own opinion as to why the accounting profession has not seen fit 
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to adopt some of them. I have said before that our present basis 
for balance-sheet values is determined by completed financial 
transactions wherein legal right to property or to services has 
passed either to or from the organization concerned, plus con- 
sideration of legally binding contracts yet to be consummated. 
To this we have gradually added certain adjustments. These ad- 
justments we have endeavored to keep to a minimum, for it is 
from them that most of our difficulties arise. Before we add 
further adjustments, it is only right that careful consideration 
be given as to whether or not the benefits will outweigh the 
defects. 

I, therefore, respectfully offer the suggestion that the American 
Institute of Accountants should consider the advisability of 
appointing a committee for the purpose of studying all the sug- 
gestions which may aid us in producing balance-sheets which 
will be more useful to those whom we serve. 

It should be the purpose of this committee first to outline 
specific methods of determining the amounts that may be prop- 
erly carried in the balance-sheet in cases where the allocation to 
expense accounts is not the result of definite calculation; second, 
to give consideration to the various suggestions regarding fun- 
damental changes in the method of balance-sheet valuation and 
to offer recommendations regarding any such changes which it 
may approve; third, to offer any other recommendations which it 
considers will improve the usefulness of balance-sheets to all 
parties concerned. 

If the report of this committee recommends any marked 
changes in the character or content of balance-sheets and if the 
report is approved by the Institute, individual accountants would 
have justification for incorporating in their balance-sheets 
methods thus sanctioned by the profession. 

It has not seemed pertinent in this paper to discuss the excel- 
lent service rendered by the public accountant nor the worth of 
his services in the business and legal fields. The good work that 
he does in the way of advice and recommendations, in systemi- 
zation, in simplifying procedures, in building up controls over 
activities, in the detection of losses and irregularities and in the 
various other phases of his activities is entirely apart from the 
points that it has been my purpose to present. 
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Special Applications of Discounting * 


By WILLIAM A. PATON 


Discounting, the measurement of the future in terms of the 
present, is a process which permeates the entire fabric of economic 
life. Indeed, some economists have urged that this is the basic 
valuation process and that all prices express literally prospects or 
expectations reduced to current values. The influence of this 
view upon economic reasoning is further seen in the familiar con- 
ception of the building or machine as a bundle of uses or services, 
and in the theory of interest expounded by B6hm-Bawerk, banker 
and famous economist of the Austrian school. 

From the viewpoint of business and accounting, discounting 
may be defined explicitly, yet broadly, as the process of reducing 
one or more future considerations, certain in amount and in 
money or its equivalent, to effective present market value, a value 
which may appropriately be recognized in the statement of 
financial condition. This process is undoubtedly the essence of 
many transactions involving notes, bills, bonds, leaseholds, land 
contracts and so on, although in some cases it may be implicit and 
more or less obscured by the nominal terms. It is not manifest, 
as a rule, in the outright purchase and sale of land, buildings, 
equipment and other physical property, although in the still 
broader sense in which the economist uses the term discounting it 
is doubtless a phase of the valuation process here, even if not the 
controlling influence. 

In dealing with this class of transactions the accountant has 
been singularly ineffective. Despite the fact that in most situa- 
tions the element of discount is evident, or is disclosed by careful 
scrutiny or analysis, the accountant almost universally fails to 
recognize the discount as such and as a result overstates asset 
values and liabilities and neglects to adjust income figures sys- 
tematically. The accountant is guilty of unduly stressing par or 
face value, the amount due at maturity; he is inclined to adopt an 
essentially legal point of view, ignoring the significance of market 
value, and thus proving himself to be at this point less discriminat- 
ing than the economist, the statistician or actuary, or even the 
business man. At the best he seldom goes further than to admit 
that a discount, if recorded at all, is a dubious item and should be 
eliminated through the income or surplus account as soon as 


* A paper read at the annual meeting of the American Institute of Accountants, Buffalo, New 
York, September 19, 1928. 
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feasibie—an attitude which really begs the question. The most 
discouraging feature of the situation lies in the fact that there is 
little prospect of marked improvement in the accounting for dis- 
count, particularly in view of the rules promulgated by the bureau 
of internal revenue. As long as the bureau refuses to permit the 
systematic accumulation of discount or implicit interest by the 
investor in bonds, notes, warrants, insurance policies, etc., there 
is comparatively little practical incentive for the development of 
improved accounting for such contracts. 

The difficulty seems to be that the accountant chooses to ignore 
four closely related propositions, so evidently sound as to be 
almost axiomatic. These are: 


1. All contracts involving the furnishing of money or an 
equivalent for an appreciable length of time bear interest, regard- 
less of the nominal terms. 

2. Neither the amount due at maturity nor the total of all 
amounts due under the contract is the true initial value or prin- 
cipal, except as a matter of coincidence. 

3. All initial values or principals accumulate as a result of 
accruing interest to the extent that such accruing interest is not 
regularly met. 

4. Discount, far from being “prepaid interest,” is actually 
unpaid interest. 

A so-called non-interest-bearing note or bill, for example, 
running for three months, is certainly worth less at the initial 
date than at date of maturity, and this difference is clearly inter- 
est. In other words there is really no such thing as a non-interest- 
bearing evidence of indebtedness, aside from some unusual 
transaction not on a commercial basis. In the very nature of the 
case any contract involving appreciable time and the use of funds 
exhibits the phenomenon of interest. The true initial principal, 
measured by the actual amount invested or the market value if 
the amount invested is obscured, is the discounted value of all 
considerations due under the contract. In the case of the 
ordinary bill this is simply the present value of the single sum 
payable at maturity. In the case of a bond it is the present value 
of the interest annuity plus the value of the sum payable at 
maturity; and in the long-term bond the first element may be 
much the more important in making up the total initial-value. 
It is purely a coincidence if the present value happens to equal the 
lump sum due some years hence. The third proposition, as a 
matter of effective balance-sheet valuation, is subject to the 
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qualification that all conditions of risk, interest rates and so on 
are assumed to remain unchanged throughout the life of the con- 
tract. That such accumulation is logically earned income is a 
corollary of this proposition. 

That discount—the difference between present value and value 
at some future date—is actually unpaid interest, not prepaid 
interest, should be evident. It may be all of the interest or only 
a part of it, depending on the nature of the contract, but in any 
event it is not prepaid, and hence it is not an asset of the borrower 
nor—at the outset—an earning of the investor. In fact it may 
well be urged that there can be no such thing as prepaid interest 
in any proper sense of the term. Suppose that A borrows $1,000 
and immediately “‘prepays” a year’s interest of $60. The net 
effect is that A has borrowed but $940, and at maturity, when he 
repays the loan, he is paying interest to the amount of $60 on a 
principal of $940. It is essentially impossible to prepay interest, 
as any attempted prepayment simply operates to reduce the 
amount of the loan. 

It is not my intention to discuss in detail the significance of 
note and bond discount and its accounting treatment, especially 
as I have already expressed myself on this subject elsewhere 
quite fully.* It is rather my purpose to indicate possible exten- 
sions of the recognition of discount into more or less uncharted 
fields. However, to avoid any misunderstanding as to the 
premises from which I am proceeding it may be well to outline the 
case for a treatment of note or bond discount on the borrower's 
books, for example, which is consistent with the propositions and 
implications already presented. 

Discount is the excess of par or maturity value over the actual 
investment or true initial principal. If the par value is credited 
to the main liability account the discount must be charged to a 
supplementary offsetting account, a contra liability account. 
This item is in no sense a true prepayment or an asset of any 
other type. To treat discount as an asset is to deny the very 
fact of discount—is to hold, in other words, that the borrower 
always obtains property equivalent to par or maturity value 
regardless of the rate of interest offered or other conditions. 
Discount should not be confused with commissions or other 
bona-fide payments for services constituting true asset charges. 
In the financial statement the effective liability at any time 





*See Accounting Theory, pp. 415-423. 
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should be shown as the net accumulated value, the difference be- 
tween the balance in the main account and its offset. The argu- 
ment that the paror face valueis the legal value which would become 
effective immediately in the event of bankruptcy or any forced 
liquidation, and hence should be treated as the true liability by 
the accountant, is weak for several reasons. In the first place it 
ignores the going-concern assumption, on which most accounting 
valuation is based. Second, it ignores the fact that in forced 
liquidation proceedings par values are seldom actually realized 
and that in any proceedings in equity it is doubtful if the court 
would disregard a large discount on a particular issue in deter- 
mining a reasonable settlement among several classes of creditors. 
Third, it should be remembered that notes and other obligations 
can often be and are often retired by mutual agreement among the 
parties involved at less than maturity value. For example, in the 
case of notes paid before maturity, banks regularly accrue interest 
only to date of payment in calculating the amount due. As far 
as effect upon periodic income sheets and subsequent balance- 
sheets is concerned the ideal treatment implies a systematic 
accumulation through charges to interest and credits to the 
offsetting discount account. Preferably this accumulation 
should be by the interest method as this is the only plan which 
insures that the total charge to interest per period is a uniform 
rate on the net book value of the debt. 

Turning now to the problem of extending the recognition of the 
discounting process beyond the limits of the ordinary note or 
bond situation (although even here, it should be remembered, 
the ideal treatment is still largely a matter of academic discussion), 
I wish to call attention briefly to five or six cases or situations. 
Let us begin with one of the weakest, from a practical point of 
view, payroll, labor cost. 

It is often pointed out by the economist that the ordinary 
laborer, although owning no tools or equipment whatever, is 
nevertheless a capitalist in that he actually bears a part of the 
capital-furnishing burden. What is meant is that the employee, 
in contributing services to production appreciably in advance of 
payment therefor, virtually contributes part of the working 
capital, or, in other words, reduces the capital advances of the 
owners below the amount which would be needed were payment 
for such services to be made from day to day. The true labor 
cost, therefore, is not the total amount of the payroll, but its 
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discounted value; and the difference between this value and the 
amount actually paid is a cost of capital, or interest. For exam- 
ple, suppose that the X Co. pays its employees once each month 
(assuming, for the sake of simplicity, that the arrangements with 
all employees are the same) and that the total payroll is 
$1,000,000. If, now, it be assumed that the services of the em- 
ployees have been acquired in a uniform manner from day to day, 
that, in other words, there have been no serious fluctuations in the 
stream of labor during the month, we have here an average capital 
contribution by the employees of roughly $500,000 for one month, 
or, more accurately, the actual cost of labor per se is the payroll 
of $1,000,000 discounted for one-half month at an appropriate 
rate. Assuming that the average cost of working capital to the 
company is six per cent. per annum, this means that the value of 
labor furnished is $997,500, and that the difference between this 
charge and the total payroll, $2,500, is in effect interest on the 
working capital implicitly furnished by the employees. 

What, if anything, would be the significance of the adoption of 
this analysis by the accountant? At the most it would mean the 
transfer of a relatively small amount from labor-cost accounts to 
interest charges, charges more appropriately viewed as a disposi- 
tion of net operating revenue than an expense incurred in creating 
gross; and on the whole the refinement would scarcely seem to be 
worth the additional effort required. However, in many cases a 
special statistical study of the payroll situation might well be 
undertaken from time to time, designed among other things to 
bring out the point just made. Certainly the management should 
be keenly alive to the effect that payroll methods have on working- 
capital requirements. 

The error in the conventional treatment of accounts payable is 
perhaps more serious in amount, as the trade creditor is often 
required to wait longer for his money, following delivery of goods, 
than is the typical employee, and the average total outstanding in 
accounts payable is usually much larger than the average accrued 
payroll. Otherwise the two situations are closely comparable. 
Undoubtedly a considerable part of the working capital required 
by many enterprises is furnished continuously by the short-term 
creditcrs. The amounts charged to purchases (ignoring our old 
friend, the problem of cash discounts) are not restricted to actual 
cost of materials; they include an element of interest. In this 
case again the face or maturity value, which is definitely stated 
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and hence is easily available, is substituted for the discounted 
initial value and the interest factor is thereby obscured. 

A closely related example of discounting is implicit in accounts 
receivable. Again we find the accountant substituting a future 
face value for true present value. Perhaps the accounts on the 
average run for thirty days or more but on the books their value is 
maintained unchanged throughout their history (aside from ad- 
justments for bad debts or other special adjustments) even if two 
or more accounting periods are involved. Nevertheless we all 
know that accounts due and immediately collectable have a value 
in excess of other charges due thirty days hence. In ignoring dis- 
counted present values we are in effect overstating sales and re- 
ceivables, an error which is followed by the omission of a corre- 
sponding element of interest from earnings. To illustrate, 
suppose the X Co.’s account sales for one month total $5,000,000, 
net, and that the average account runs for one month before 
collection. Under the conventional treatment this situation is 
recorded by charges to book accounts of $5,000,000 and credits to 
sales of the same amount. If the accounts were discounted at a 
six per cent. rate, the treatment would be, roughly, as follows: 
(1) charges to book accounts of $4,975,000 and corresponding 
credits to sales; (2) charges to cash of $5,000,000 accompanied by 
credits to book accounts of $4,975,000 and to interest earned of 
$25,000. Or, if it were desired to emphasize face values in ac- 
counts receivable as a matter of convenience, it would be possible, 
through the use of a contra asset account, accounts receivable— 
unearned discount, or other appropriate title, to charge book 
accounts with the full amount, the contra discount account being 
later closed into interest earned. 

A practical difficulty in the way of applying this method of 
treatment to the individual account receivable lies in the fact 
that the actual date of collection of the particular account can 
not be forecast accurately. Undoubtedly it would not be ex- 
pedient to go further than a periodic blanket adjustment with such 
accounting, assuming that even this were deemed to be worth 
while. Whether or not any formal accounting is attempted in 
this direction it may again be urged that it is important that 
the management be definitely apprised from time to time of 
the amount of revenue which may logically be imputed to 
capital in the hands of trade debtors at the expense of the sales 
account. 
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Many of the larger banks have finally accepted the fact of 
discounting in their treatment of commercial paper (except that 
they list the unearned discount as a liability, instead of a contra 
to assets, in the balance-sheet), although a large number of insti- 
tutions still adhere to the practice of taking discounted paper on 
their books at face or maturity value, the discount being credited 
immediately toincome. Few if any concerns outside the banking 
field, however, have taken this leaf from the book of sound bank- 
ing practice. Even concerns accepting from customers large 
amounts of time paper carrying no rate of interest or a rate less 
than the market rate attaching to the type of paper involved 
substitute par or face value for effective present values, and, 
where discount subsequently becomes evident through the sale or 
discounting of the paper, make matters worse by charging the 
discount to interest. 

This case is sufficiently important to deserve careful considera- 
tion in terms of an example. The R Co., let us suppose, is dis- 
tributing motor cars and frequently accepts notes from customers. 
Many of the notes bear explicit interest but in the case of ten- to 
thirty-day paper, it will be assumed, the company often accepts 
non-interest-bearing instruments. If somewhat pressed for cash 
the company discounts paper received at the bank, but a good 
many notes are held by the company to maturity. In these 
circumstances let us assume that the company sells a car to Y 
for $1,500, Y paying $300 down and giving his thirty-day note, 
‘without interest,’’ for the balance. The conventional record of 
this transaction, assuming the note is discounted at the bank at a 
six per cent. rate after ten days, would be as follows: (1) charges 
to cash and notes receivable of $300 and $1,200, respectively, 
with a credit to sales for the total; (2) charges to cash and interest 
(or interest and discount) of $1,196 and $4, respectively, with a 
credit for the total to notes receivable (or notes receivable dis- 
counted). Instead the entries should be: (1) charges to cash and 
notes receivable of $300 and $1,194, respectively, and a credit 
to sales of the sum; (2) charge to cash of $1,196 and credits to 
notes receivable and interest earned of $1,194 and $2, respectively. 
Or, if it be desired to emphasize face value and nominal amount of 
sales and at the same time indicate the correct situation these 
entries might be modified as follows: (1) charges to cash and notes 
receivable—face, of $300 and $1,200, respectively, with a credit to 
sales unadjusted of the sum, supplemented by a charge to sales 
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discounts and a credit to notes receivable discounts of $6; (2) 
charges to cash and to notes receivable discounts of $1,196 and $6, 
respectively, and credits to notes receivable—face, and interest 
earned of $1,200 and $2, respectively. 

In a case where a note bore interest but had a present value of 
less than face the problem would be the same in principle. How- 
ever, in this situation the difference between face and discounted 
value would often be so slight as to make it impracticable to 
recognize the discount prior to actual discounting at the bank. 
When discounting occurred, nevertheless, it would be more logical 
to charge sales discounts than an interest account. 

The use of discounted values rather than face values for com- 
mercial paper acquired from customers, following good banking 
practice, would seem to be a sound procedure. Surely it is ad- 
visable, in accepting a note in lieu of cash, that the note be re- 
corded, net, on an actual cash basis. Otherwise revenues and 
assets are for the time being overstated, and an interest earning 
accruing later is entirely obscured. It is now generally agreed 
that it is unreasonable for the car dealer, for example, to recog- 
nize secondhand cars taken in on sales at any figure above net 
sale value, regardless of the nominal allowance granted the cus- 
tomer. To do otherwise results in an overstatement of revenue 
from new-car sales and throws a loss on the used-car department 
that does not properly lodge there. Similarly to base sales rev- 
enue upon future rather than present values of evidences of 
indebtedness clearly inflates sales by the amount of a financial 
earning and in addition throws this earning in part at least into 
the wrong period. It must be remembered that there is usually 
available an organized market for commercial paper through 
orthodox banking channels, which means that there is no serious 
difficulty in the way of determining precisely the present value of 
the paper received. In the case of such an asset as used cars, 
on the other hand, it is only possible to estimate an approximate 
net sale value. 

The contrast between book accounts and recognized forms of 
commercial paper in this connection is clear. Theoretically 
book accounts also should be discounted, but since there is no 
organized market through which accounts can be liquidated at a 
reasonable rate of discount, present value is distinctly an estimate 
and may, as a practical matter, be ignored. Were, however, the 
use of the trade acceptance generally substituted for that of the 
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open book account—a development for which there is much to be 
said—the question of discounting would become a practical 
issue throughout the field of credit sales. 

The land contract furnishes another example of the importance 
of discounting in setting up proper initial values on the books, 
either in the case of payee or payor. In some communities land 
contracts are freely bought and sold and are a major asset in the 
case of many small finance companies as well as in the case of 
many individual investors. In these circumstances, naturally, 
the approximate rate of discount applicable to sound contracts 
is ascertainable, and it is feasible for the individual acquiring a 
contract on a nominal basis other than market value to discount 
the contract and set up a logical and conservative accounting. 

To illustrate the situation in the case of an original payee, let us 
assume that A sells B a piece of land which had a cost and book 
value to him of $35,000, at an agreed price of $40,000, B paying 
$8,000 down and agreeing to pay the balance in quarterly instal- 
ments of $800 each, with interest at six per cent. According to 
the conventional face-value treatment in this case (and ignoring 
the possibility that A might decide for income-tax purposes not to 
recognize the contract as such as an asset, and follow the instal- 
ment method of determining income) A would charge the contract 
on his books at $32,000, and recognize a profit of $5,000. But is 
this sound, assuming the discounted value of the contract, as 
determined by reference to an organized market, is $27,200, or 
fifteen per cent. less than face? Evidently not. Accordingly A 
should charge the contract account with only $27,200, with a 
resulting credit to income of only $200. Or, if desired, the use of 
a contracts-face account, charged with $32,000, modified by a 
contracts discount, credited with $4,800, would be appropriate. 

If, now, A sells the contract on the market at $27,200 there 
would be no loss or profit on this sale, which is as it should be. 
Under the face-value treatment, however, the sale of the contract 
would result in the recognition of a loss of $4,800, when as a matter 
of fact there has been no loss, on the sale of the contract. If the 
contract has a fair market value of $27,200, it is folly to place it 
on the books, net, at $32,000. To do so means a clear inflation 
of assets and the recognition of an item of income which is ex- 
tremely questionable, to say the least, and not subject to correc- 
tion (except indirectly, over a considerable period) in the event 
that A continues to hold the contract. 
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The later treatment of the contract on A’s books, assuming that 
he does not sell, is of interest. Two somewhat distinct methods 
of procedure are open to him. He can accumulate the discount 
systematically throughout the life of the contract, or the period 
of holding, applying the yield rate of interest implicit in the initial 
valuation; or he may discount the contract anew each period. 
The first method has the advantage of being highly systematic, 
and requires no further reference to market values, but it involves 
rather troublesome calculations. The second method has the 
special advantage of recognizing the appreciation that naturally 
arises as a contract becomes more and more seasoned and the risk 
is reduced; in other words, it involves the use of a declining rate of 
discount with the shortening life of the contract. 

To conclude this sampling of special situations involving dis- 
counting I will consider briefly two cases of contractual prepay- 
ments, insurance and leaseholds. To illustrate the application of 
discounting to the cost of insurance let us assume that the X Co., 
which closes its books quarterly, pays a three-year fire-insurance 
premium on the first of the year amounting to $1,090.75. This 
happens to be the present value of a quarterly annuity of $100 
for a period of three years at a rate of one and a half per cent. per 
quarter. The entries at the outset and at the close of the first 
quarter, viewing the cost of the policy as the present value of this 
annuity, would then be as follows: (1) charge to insurance policy 
and credit to cash of $1,090.75; (2) charge to insurance cost and a 
credit to insurance policy of $100, at end of first quarter; (3) 
charge to insurance policy and a credit to interest earned on policy 
of $16.36. In addition it might be deemed desirable to close the 
implicit interest against the book cost of $100. By this scheme, 
evidently, the net insurance cost would be increased systemati- 
cally from $83.64 the first period to $98.52 in the twelfth, which 
compares with a uniform charge of $90.90 under the conventional 
method of apportionment. Or, the position may be taken that 
the actual insurance cost per period is $100, and that the implicit 
interest arising from the treatment of the insurance premium as an 
investment should be credited to income rather than being closed 
against insurance cost. 

To illustrate the similar situation in the case of a leasehold let us 
assume that X Co. acquires a tract of land from Y Co. for twenty- 
five years, paying therefor a lump sum of $21,482.18, in lieu of 
periodic rentals or other consideration.. This is equivalent to.a 
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semi-annual rental of $1,000 at eight per cent. interest convertible 
semi-annually. Applying the treatment already indicated in the 
case of insurance the entries at the end of the first six months 
would be as follows: (1) charge to leasehold and a credit to interest 
on lease of $859.29; (2) charge to rent cost and a credit to lease- 
hold of $1,000. If desired, also, the interest element might then 
be closed against rent cost to show the net effect of the contract. 
Under this procedure, evidently, the charge to rent cost is the 
same each period, not an unreasonable assumption if the property 
and its use are substantially unchanged throughout the term of 
the lease, but the earning on the investment, the leasehold, an 
expiring asset, steadily diminishes. 

Can it be said that such an asset actually produces income? 
The argument for the affirmative would run somewhat as follows: 
The lessee would certainly not tie up such a sum in an unproduc- 
tive form. The leasehold is an investment, an earning asset, 
although the amount of the earning is somewhat obscured by the 
fact that no explicit payment in the form of a periodic rental is 
required. But it is not difficult in a given case to discover 
what the annual or semi-annual rental would be, and it is hardly 
fair to hold that by paying a lump sum in lieu of such rentals the 
lessor is actually reducing periodic expense. If as a matter of 
convenience and assurance to either or to both parties payment 
is made in advance, the amount the lessee can afford to pay is the 
present value of the periodic rentals determined by applying a 
rate roughly equivalent to the average rate that the lessee expects 
to earn onitsfunds. This operation does not reduce the amount 
of the periodic cost. The situation is essentially the same as if 
the lessor actually allowed interest on the deposit and the funds 
so earned were then used, together with the amortization of the 
deposit, to meet periodic rent costs. And from the viewpoint of 
correct cost and income accounting the interest accruing on the 
deposit should not be canceled against true rent cost. 

This conception of the leasehold may appear to approach the 
theory that implicit interest on all funds invested in business 
should be charged to operating expense. This theory has never 
received the official endorsement of the American Institute of 
Accountants or any other responsible group of accountants as far 
as I know; nevertheless it has been advanced very persistently in 
some quarters. It may not be fantastic at this point to suggest 
that the doctrine that implicit interest accruing on a concern’s 
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own funds tied up in business operation is a cost (and also an earn- 
ing, of course) is at least consistent, if not identical, with the 
rather extreme use made of the conception of discounting by some 
economists. If the machine is actually a bundle of future uses, 
known in amount, it is natural to conceive of the cost of the 
machine as the present value of these uses or services. Thus the 
machine becomes an investment in a series of money payments 
or their equivalent, a series of hires, and the true cost from period 
to period is the actual value of each service as it materializes. 
The investment in the machine, on the other hand, is earning 
interest at the rate implicit in the original discounting. 
However, it seems to me that a very clear line can be drawn to 
limit the application of the process of discounting in analyzing 
and recording business transactions. The province of discount- 
ing is after all a very narrow cne. It is only legitimate to apply 


. 
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this process, as stated in my definition at the outset, to situations 
where fulure sums, payable in money or ils equivalent, are assured by 
contract. In constructing a building or in buying a machine the 
business man is not actually acquiring a definite series of values, 
certain to be realized. There is no contractual implicit interest 
here. The enterprise expects to use its assets in business opera- 
tion and hopes to make sales of product sufficient to recover all 
explicit commitments and to provide an adequate return on all 
funds invested. But the proof of the pudding here lies in suc- 
cessful operation. Business assets in general are not analogous to 
a note, a land contract, or other instrument providing for the 
payment of one or more precise sums at definite dates in the 
future. 

The leasehold is undoubtedly a border-line situation. Specific 
uses of property are assured by contract, it is true, but the condi- 
tion of the property may be altered with the passage of time and 
the current price of the use may change from period to period. 
Further, the final result of the use of the property, in the form of 
genuine earnings in cash or equivalent, is by no means assured in 
advance. On the whole it is probably sounder in this case, if the 
annuity method of amortization is employed, to treat the interest 
credit as a reduction in book cost rather than as a true income 
item. 

In presenting this rather rambling discussion of special applica- 
tions of the discounting process I have had no desire to advocate 
bizarre or impracticable methods of accounting at any point. 
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Through a consideration of a number of loosely connected types 
of situations, however, I have tried to indicate that conventional 
methods of accounting for these situations leave something to be 
desired and should be carefully scrutinized from time to time with 
a view to their improvement. 
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EDITORIAL 

Cost accountants often say that of all 
Cost of un tant ae om ; 
Waiting e factors in the overhead expense o 


an industrial establishment the most 
difficult to distribute fairly is the idle time. If it could only be 
prevented what a blessing it would be to the company and inci- 
dentally to the perplexed analyst—or should one say synthesist >— 
of costs. But itis not solely in the realm of industry that wasted 
time is a burden. Economists and many who think themselves 
economists—which is not always the same thing—are much con- 
cerned about the whole vast problem of loss of time and efficiency. 
By the way, that word “‘efficiency’’ seems to be doing something 
that the sports writers say can not be done. It is coming back 
to a former eminence. There was a time not long ago when the 
word had been so badly mauled and mishandled that it could not 
be permitted in decent society. When it was used at all it was 
introduced or followed by an apology. But of late it seems to be 
coming back slowly and it may be that within the next few years 
it will be entirely restored. It might serve a purpose if not over- 
worked. Now this question of loss of time and efficiency will 
ever be with us, but that is not to admit that it must always be 
the vexatious thing which it is today. There are several ways by 
which waste is being reduced without injury to anyone but with 
immense profit to many. There is one annoying loss, however, 
which is not often mentioned in print and is generally glossed over 
in speech. Yet this loss is really colossal in the aggregate and it 
could be avoided almost entirely. To see the actual operation 
of the wasting away of time let the student of economy take up a 
post of observation in the entrance hall of any club during the 
hour between noon and one o'clock of any business day. He 
should sit where he can overhear the salutations of the men or 
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women who pass. (In the sacred cause of science eavesdrop- 
ping is forgivable.) Our observer will find that at least seventy 
per cent. of the people will make or accept an excuse for being 
late. 


A careful statistical survey based upon 
the personal experiences of a good many 
victims of what we may call appoint- 
ment-disregard reveals that the average length of waiting for late 
comers is about ten minutes. In ten per cent. of all cases of 
appointment-disregard the waste is fifteen minutes. In five per 
cent. the delay is half an hour or longer. We offer these statistics 
without fear. Like many other economic assertions they will 
stand, because adverse evidence is lacking. It is perhaps safe 
to assume that the man who is at the head of a company or of a 
department makes every year one hundred engagements to take 
lunch with other men with whom he has affairs to discuss. For 
thirty-five of these appointments he is on time and is kept waiting. 
For a like number he is late. Thirty of the appointments are 
kept promptly. So we see that even on this conservative esti- 
mate the business man wastes about a business day of other men’s 
time and other men rob him likewise—all because of this almost 
wholly avoidable nuisance of appointment-disregard. Of course 
when more than two persons are involved the waste is multiplied 
proportionately. We understand that most of the treatises on 
etiquette express approval of promptness in the cause of common 
courtesy, but perhaps it is not appropriate to drag noblesse into 
an essay on pure economy. Suffice it to say without comment 
that the belated arrival is not always that of the guest. Hosts 
themselves have sinned. Suppose for the sake of argument 
we add to the sum of appointment-disregard the total of time 
spent waiting for meetings of directors or committees to begin. 
The measurement of that waste can be made by guess only, but 
no person who has suffered from the delinquencies of fellow 
directors or committeemen will consent to place the amount at 
less than another business day each year. It is customary, as 
has been said, to smile with the best possible grace and protest to 
the culprit that the mere loss of half an hour is nothing at all, sir, 
nothing at all. If the truth were told the meeting might not be 
harmonious but the effect might be salutary. After all, it isn’t 
flattering to one’s self-respect to be kept waiting while someone 
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else forgets or neglects to live up to a promise to be present at a 
certain place at a certain time. Some of our economists are 
sometimes hard pressed to find topics for consideration. Here is 
one ready to their hand and they have overlooked it. Why not 
have a treatise in the best manner on the subject of appointment- 
disregard, which is the worst manners? 


a . : The Bulletin of the American Institute 
ee with of Accountants for August, 1928, con- 

ers . . ‘ 
tained an interesting reference to the 
efforts which are being made by investment bankers and account- 
ants to bring about clear understanding of the financial state- 
ments of companies whose securities are offered for public sale. 
For many years it has been generally admitted that the state- 
ments or pseudo-statements issued in conjunction with the flo- 
tation of stocks and bonds have not been invariably explicit. 
Recently the need for reform has been accentuated by the large 
increase in the number and variety of securities displayed for sale. 
The investors of this country are steadily growing in geographical 
distribution, quantity and perhaps in quality—although one is 
not positive about the last. Consequently it is imperative that 
the information supplied to prospective purchasers be full and 
frank. The fact that the investor has often had to grope in the 
darkness heretofore is lamentable, but the lack of comprehensive 
information is not entirely the fault of any one group of men. In 
part the blame attaches to the investor himself who has not been 
properly inquisitive. In part the investment banker is responsi- 
ble because he has been content often to give no more specific 
detail than sale of the securities demanded. In part the account- 
ant is at fault because he has not always insisted as he should 
have insisted that the truth be told so plainly that the simplest 
buyer could have no valid excuse for saying that he had bought 
in ignorance. It would be invidious and it would not contribute 
anything to the cause of harmony and reform to attempt to 
designate the most blameworthy of these three. It is enough to 
say that all are responsible and that the movement toward reform 
isbegun. Fora long time, as readers of this magazine must know, 
there has been most effective coMperation between a committee 
of the Institute and a committee of the Robert Morris Associates. 
Almost innumerable questions of procedure have been referred 
by one committee to the other and the result has been helpful 
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to everyone concerned. Bankers have been induced to adopt 
more rigorous and therefore beneficent rules for the extension of 
credit, and accountants have been able to understand better 
than before the desires of the credit grantor and so to make many 
improvements in the manner and method of preparing state- 
ments to be used as the basis of application for credit. 


Now the Investment Bankers’ Associa- 
tion has appointed a committee to work 
with a committee of the American 
Institute of Accountants and there is every reason to believe that 
benefit will accrue to both banker and accountant, but more im- 
portant still to the public. The credit banker and the invest- 
ment banker are often as far apart as the poles in their operations. 
Generally the former is involved in a personal relationship with 
the borrower and when loss occurs it falls almost exclusively on 
the bank and its shareholders. The banker who underwrites 
or buys securities and offers them to the public is in a totally 
different position. When loss follows his transactions it falls 
chiefly upon the ultimate purchaser. An investment banker 
might—it is conceivable—take charge of the flotation of a ten- 
million-dollar bond issue which subsequently became absolutely 
valueless, and yet he, the banker, might not suffer the loss of a 
sou marquis. In this the investment banker is ina case somewhat 
similar to that of the accountant. He and the accountant assist 
in the preparation of securities which are to be placed on sale, 
and so long as their commissions or fees are collected they may 
escape all financial loss or misfortune. On the other hand the 
investment banker and the accountant have a tremendous obliga- 
tion to the public. They must adhere so closely to the truth, 
they must exercise such peculiar diligence and discretion, they 
must lend their good names so reluctantly to any published state- 
ment of accounts that when their names do appear it shall be 
proof complete that the statement is full, plain and without 
ambiguity so far as it is humanly possible to make it. It is no 
light load to carry, this liability to good faith and inerrant analy- 
sis, but it must be borne by those who would play fair with the 
public. The present approach to better coéperation and the 
promise of an earnest attempt to tell the potential investor every- 
thing that he should hear are of happy augury. The spirit of 
coéperation which this incident reveals is in pleasant contrast 
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to the bumptious and ill considered vituperation upon which it 
has seemed necessary to comment recently. 


Publication of a second supplement to 
the Accountants’ Index by the American 
Institute of Accountants is an event 
of no little importance to the whole profession of accountancy 
and to all persons whose interests or activities bring them into 
touch with the literature of accounts. The original edition of 
this work was published in 1920 and covered the entire field of 
accounting literature in print in 1912 and published after that 
date. That first volume consisted of more than fifteen hundred 
pages. The supplement which appeared in 1923 brought the 
record up to the end of June of that year. It contained 599 
pages. Now the second supplement or third edition carries the 
review up to the beginning of the present year, 1928. It con- 
tains 789 pages. The three editions present a total of more than 
2800 pages. These figures are significant of the enormous growth 
of writing on subjects related to accounting. In the present 
literarily fecund era it is nothing extraordinary to witness rapid 
increase in any department of literature, but it is rather im- 
pressive to find that a science and an art which were almost un- 
known fifty years ago are now the parents of so vast a progeny. 
It is a great and useful task which the Institute has undertaken 
in the compilation, editing and publication of these three volumes 
of reference. Before their appearance there was nothing to 
guide the student, the practitioner or the casual seeker to what 
had been written on accounting subjects. One knew that there 
must be a mass of written matter on many phases of these sub- 
jects but it was impossible to discover it all. The Index and its 
supplements provide the key to the treasury of professional 
literature, and the accountant’s office which lacks the assistance 
which these volumes offer is losing much in time and effectiveness. 
In the offices of the most active firms the Index and its supple- 
ments are in daily use. Indeed, when one has become accus- 
tomed to the prompt and comprehensive service which a reference 
work of this kind renders it is difficult to do without it. The 
new edition reflects credit upon the present librarian of the In- 
stitute and upon the entire staff of the library. The endowment 
fund of the Institute which makes possible the production of such 
a really monumental work without hope of recovering the actual 
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cost has never been employed to better purpose than in this provi- 
sion of a complete reference to what is written for the benefit of 
those who must be in touch with the thought and accomplish- 
ments of the profession and practice of accountancy. 


It has become an axiom that profes- 
sional men must not and in fact do not 
advertise their professional attainments 
by written or spoken word. Some of the men who make up the 
personnel of the professions no doubt look back with longing to 
the time when it was not considered improper to ascend the ros- 
trum and announce one’s peculiar merits; but for the most part 
the practitioner is content to let others praise him. The trouble 
which afflicts him is that the others who should do the praising 
are so reticent or conservative that the public does not hear the 
voice of commendation. However, now and then there is a sudden 
and wholly unexpected testimonial to what a profession has done 
or is doing. As an example, we have before us a clipping from a 
New York daily paper in which a fairly prominent bank extols 
the accomplishments of the public accountant. Naturally no 
accountant would venture to claim for himself or his vocation one 
half the virtue which this advertisement attributes to account- 
ancy. It would be repugnant to the strict modesty of any 
practitioner to say such things about his abilities. But if a bank 
in the course of a campaign of educational advertising finds 
reason to laud him the accountant being still human may say 
‘tush! tush!"’ but he will smile contentedly nevertheless. Here 
is the gist of the advertisement: 


Advertised by Our 
Friends 


“It would be difficult to picture the chaos which would have resulted if 
modern accountancy had not kept pace with the expansion of big business. 
The accounting profession has rendered distinguished service in analyzing 
the true condition of affairs in every line of industry. It has stabilized 
business by insisting upon conservative valuations, adequate deprecia- 
tion, amortization and sinking funds. It has enabled manufacturers to 
eliminate wasteful methods by installing ingenious cost systems. 

“Accounting as a business includes many noted firms, whose personnel 
is in touch with the leaders of commerce and industry. Sound banking 
has closely coperated with accounting in guiding business along conserv- 
atively progressive routes.”’ 


We do not know why this pleasant and veracious statement of the 
case is made by the trust company over whose name it appears. 
Probably it is merely the irresistible urge to tell other people of a 
great truth. Whatever may be the motive, the advertisement 
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itself is beneficent and it is striking evidence of the increasing 
friendliness and understanding between bankers and the profession 
with which banking is most intimately concerned. 


Readers of THE JOURNAL OF Ac- 
COUNTANCY may remember that the 
pages of this magazine have occasionally 
been given up to discussion of the question of fees for accounting 
services. Quite possibly it has seemed that this question has been 
accorded a great deal more space than its importance merits. 
But we feel strongly that while the basis of professional fees re- 
mains as it too often is at present the truly professional nature of 
accountancy will not be universally recognized. So we return 
again and again to the attack. This month, however, the argu- 
ment is to be inducted from a new source. The presentation is 
terse, unanswerable, complete. We commend to the considera- 
tion of all who may be concerned the following letter by an ac- 
countant in the southwest addressed to the board of education 
of a large and prominent city. It was printed in a recent issue 
of The Texas Accountant, a publication of the Texas Society of 
Certified Public Accountants: 


Bids for Audits 
are Damned 


April 16, 1928. 
“To the Honorable Board of Education, 

San Antonio, Texas: 

“‘T have been duly advised that your honorable board will receive bids 
for an audit of the records and books of the San Antonio Independent 
School District. I should like to be permitted to say just a word on the 
matter of contracting for such an audit on a competitive basis. 

“It is generally understood among representative men of this profession 
that participation in competitive bidding on auditing involves a certain 
degree of professional dishonesty. It is sup that in contracting for 
an audit of this character some element of professional skill is desired 
other than the mechanical routine of verifying the mathematical accuracy 
of the figures that may appear on the records. The time involved in that 
phase of the audit requiring professional skill cannot be anticipated in ad- 
vance of an examination. 

‘There are many legal authorities on this question, among which is the 
case of Hunter vs. Whittaker, 202 S. W. 1096, decided by the court of civil 
appeals of this state. Judge W. S. Fly, in writing the decision in this case, 
said: 

‘To hold that the act would require that the service of a man belong- 
ing to a profession, such as that of the law, of medicine, of teaching, 
civil engineering or architecture, should be obtained by a county only 
through competitive bidding would give a ridiculous meaning to the act 
and require an absurdity.’ 


“This rule has a particular application in the matter of an employment 
for an audit, in addition to the force of the general rule that to obtain pro- 
fessional services by competitive bidding ‘would give a ridicuious meaning 
to the law and require an absurdity.’ 

“Suppose there is present the condition that requires a longer time for 
making of an audit, by reason of a lack of efficiency or fidelity with which the 
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records are kept, or that extended investigation is required as to the facts 
surrounding a given expenditure, or any other reason—then the additional 
expense of conducting the audit by reason of such conditions should be 
borne by the school district and not the accountant. If the records have 
been efficiently kept, monies properly accounted for and expenditures 
properly authorized and made for legitimate purposes, then the school 
district should get the benefit of the reduced cost and not the accountant. 
Competitive bids on the auditing reverses this order, and therefore violates 
the better standards of business practice and procedure. 

“The best interests of the district are further defeated in contracting for 
an audit on a competitive basis because of the tendency to exclude the 
more reputable firms, leaving the choice between those who are willing to 
violate the accepted standards of ethical practice. 

“‘T understand that the invitation to bid did not necessarily imply an 
invitation to write this letter, but I am sure you will pardon me for havin 
an interest in maintaining the standards and ethics of the profession which 
I have chosen to follow, and I hope, some degree of interest in the schools. 

Respectfully, 
W. M. Argman, C. P. A.” 
Comment upon this letter would be wholly superfluous. The 


case has never been better put. 


There has been a good deal of com- 
plaining during the last few months 
because, it is said, the demand for ac- 
countants’ services has been almost negligible. A firm here or 
there reports that the summer has been unusually active, but 
the profession as a whole seems to have been passing through 
the doldrums since the spring. Apparently the conditions in all 
parts of the country are much the same. From these facts it is 
argued that accountancy has fallen on evil days and we hear of 
pessimists who foretell all manner of misfortune for the coming 
year. It is alleged that the profession has become overcrowded, 
that only the strong can survive in the competition—think of it, 
if you can, competition in a profession—and that wise men will 
seek a foothold elsewhere. But is it as bad as that? Suppose 
one admits that it has been a restful summer, suppose the fees 
have not kept pace with the vacation expenses—what then? 
There is a winter coming and it will bring with it all the hurry 
and turmoil which every staff member dreads. There will be 
the usual nerve-wracking tension, and the accountant will then 
remember with yearning the quietude of August or September. 
Fees will be earned and bank accounts will increase, it is hoped. 
The average of the twelve months will be about what was ex- 
pected. Some people believe that waves of depression whether 
they be mental or material, should not be mentioned in polite 
society lest their effect be increased, but it does not appear that 
any good purpose can be served by ignoring the truth. It is true 
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that there has been much more gloom in accountants’ offices 
this year than is customary. Probably there has been a dearth 
of engagements. But on the other hand it should be set down 
that business in an election year is generally nervous, and beyond 
that it must not be forgotten that prosperity runs on undulating 
lines. It is the nature of prosperity to do so. Then, too, there 
are many accountants and other professional men who have not 
yet become reconciled to the inevitable resumption of steady 
business after the fitful fever of war and of the years which suc- 
ceed war. It takes ten years or so to settle down after a world in 
hysteria, and ten years have not yet passed since the guns ceased 
fire. Perhaps the summer of 1928 was more like the summer of 
1912 or 1913 than some of us thought it. 


There are many ways of attempting to 
increase one’s practice, nearly all of 
which are open to objection for one 
reason or another. Some, however, are novel and therefore 
momentarily interesting. For example, we have before us a 
letter written by a business house to another business house 
suggesting to the latter that if really good and efficient accounting 
be desired Mr. John Doe of Union Square, New York, should be 
engaged. The writer then goes on to explain that John Doe 
has been acting as auditor of the house of which the writer is 
representative and that Mr. Doe has some time to spare which the 
writer believes might be devoted to the protection and advance- 
ment of business house No. 2. The writer promises on behalf of 
Mr. Doe that a conference can be arranged at an early and con- 
venient time. This is delightful. It indicates to all who read 
that there is the closest bond of friendship between the auditor 
and the audited. The relationship seems to be almost filial. 
What a wonderful world it would be for accountants if all clients 
were similarly magnanimous. The proposal has such tre- 
mendous possibilities that one is almost overwhelmed by the 
mere thought of it. But then that ancient devil of doubt comes 
along and asks the age-old question, Why? Well, we do not 
know. Perhaps the letter of vicarious solicitation is merely an 
outburst of altruism by a satisfied client. Perhaps it is written 
to comply with the promptings of an aspiring practitioner. It 
really makes little difference what the motive may have been. 
We are interested solely because it seems to be something new 
under the sun. 


Vicarious 
Solicitation 
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CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS 


The special committee on terminology submits the following tentative 
definitions for consideration and criticism. (Comments from readers will be 
welcome. Letters may be addressed to the committee in care of THE JOURNAL 
OF ACCOUNTANCY. 


PROFIT—PROFITS: 

The word “ profit” is frequently used alone to indicate the excess of proceeds 
over cost in an incidental transaction or of revenue over expense in the case of a 
minor subsidiary department, introduced as a net figure into the profit-and- 
loss account; for example, profit on sale of real estate (or investments); profit 
from commissary department. When so used it may be regarded as having its 
ordinary, non-technical meaning. 

The word “‘profits’’ in accounting is used in a technical sense and may be 
regarded as a generic term, employed almost invariably in conjunction with 
some qualifying word or phrase. The most usual forms in which it is used are: 


Gross profits 

Net profits 

Gross profits on sales 
Net profits on sales 
Trading profits 

Net operating profits 
Undivided profits 
Undistributed profits 


Care should be exercised to describe the kind of profit to which it is desired to 
refer. 

When used alone, the word “profits” generally has its ordinary, non- 
technical meaning (e. g., the profits of the business), when the definition given 
in July, 1922, applies: “‘ That which remains—which is left over after defraying 
expenses and providing for loss of capital.” 


GROSS PROFITS: 

In manufacturing and trading businesses, the difference between (a) the net 
proceeds of goods sold (before deduction of cash discounts and bad debts) and 
(b) the net production cost or the net purchase cost thereof (also before deduc- 
tion of cash discounts). 

Inasmuch as in the ordinary form of manufacturing or trading account the 
cost of sales is arrived at by adding inventory at beginning to, and deducting 
inventory at end of period from, total cost of production or total purchases for 
the period, the cost-of-sales figure includes inventory losses (loss by theft, dis- 
appearance, breakage, deterioration, reduction in market value, etc.), and the 
gross profits are accordingly determined after provision for these items. 

Where cost of sales is specifically determined on the basis of goods actually 
sold, and inventory losses are separately measured or are arrived at by compar- 
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ing physical and book inventories, the gross profits before provision for 
inventory losses are sometimes referred to as prime gross profits. 

In a business dealing in real estate, gross profits are the excess of the net pro- 
ceeds of sales over the net cost of property sold, including in the latter figure the 
proportions of cost of improvements and development applicable to such sales. 

In stating gross profits of manufacturing businesses in summarized form for 
publication, it is frequently desired to show depreciation of plant as a separate 
item of deduction from profits. In such cases the item of gross profits shown 
should be stated as ‘‘Gross profits before provision for depreciation.” 


NET PROFITS: 

The term “net profits,’’ without qualifying expression, should be used only 
to describe the profits remaining after including all earnings and other income 
or profit and deducting all expenses and charges of every character, including 
interest, depreciation and taxes. Net profits should represent the amount 
available for dividends and surplus. The term is not synonymous with net 
earnings. 


GROSS PROFITS ON SALES: 

The excess of the net proceeds of goods sold over the net production cost or 
the net purchase cost thereof. See ‘‘gross profits.’’ Where the term “gross 
profits on sales’’ is used, it should be applied in the same manner as the term 
“prime gross profits,” i. e., before provision for inventory losses. 


NET PROFITS ON SALES: 

The balance remaining after deduction from gross profits on sales of inventory 
losses, selling expenses, commissions, advertising, bad debts and all other ex- 
penses chargeable against sales, actual or prospective. 


TRADING PROFITS: 

The balance remaining after adding to net profits on sales the amounts of any 
incidental profit from trading operations (e. g., commissary, stores, etc.) and 
deducting all general expenses other than financial charges, corporation ex- 
penses, and corporate and income taxes. 


NET OPERATING PROFITS: 

Substantially the same as trading profits. The term “net operating profits” 
is, however, applicable to industries in which the gross profits are from other 
than sales in the ordinary sense, such as laundries, warehouses, garages and 
similar quasi-service businesses. 


UNDIVIDED PROFITS: 

Where this expression is used in corporation accounts, its meaning is the ac- 
cumulated net profits of the business after deduction of all dividends and 
amounts carried to reserve. In such cases the balance of net profits for any 
individual accounting period is generally described as “Balance carried to 
undivided profits,” or ‘“‘ Balance carried to surplus and undivided profits.” 

It is then usual in the balance-sheet to include undivided profits with surplus, 
under the heading of ‘“‘Surplus and undivided profits.” In cases in which the 
item of undivided profits is shown in a separate item from surplus it indicates an 
attempt to distinguish profits arising from regular business operation from 
extraneous corporate profits legally divisible as surplus, and to allocate divi- 


293 


” 














The Journal of Accountancy 








dends paid against the former rather than the latter. In view of the legal 
questions involved the practice is not generally recommended. 

In partnership accounting the expression ‘undivided profits” is used to 
designate divisible profits for a period not yet paid or credited to the individual 
partners. 


UNDISTRIBUTED PROFITS: 
A term sometimes used erroneously as synonymous with undivided profits, 
In the accounting sense the expression has no meaning other than that in the 
dictionary. For example, the profit shown by a statement of account of a 
joint venture, before division among the parties interested, might properly be 
described as “ undistributed profits.’ 


EXPENDITURES: 

Charges against income, whether actually paid or merely incurred; to be dis- 
tinguished from disbursements, which represent actual cash outlays of every 
description. 

Certain accounts, chiefly those of a fiduciary character, are described as 
“income and expenditure accounts,”’ or ‘accounts of revenue and expendi- 
tures.” The expression ‘‘ budget expenditures” is also used in governmental 
accounting, meaning the forecast of charges to be met out of budgeted revenues. 

The expression ‘capital expenditures’’ means charges paid or incurred for 
additions to property and plant. 


SECURITIES: 

When used in a balance-sheet the term ‘‘securities’’ denotes stocks, bonds, 
certificates of indebtedness and other corporate or government obligations. 

When used under the heading of current assets, the item of securities includes 
only temporary investments of the funds of the business of a marketable 
character, 

Securities of subsidiary corporations should be shown separately. When 
held for temporary investment and readily marketable, the item may be in- 
cluded in current assets. Stocks of such companies held for control should 
either be stated under a distinct balance-sheet caption or should appear under 
the heading of fixed assets. 


‘ ’ 


The recent work of the special committee on terminology has brought for- 
ward a number of cases where some difference of opinion exists among qualified 
accountants, and it may be worth while to give a few such instances. 


ACCOUNTS RECEIVABLE: 

The definition published in August is criticized as being too narrow, for it is 
said that the term, when unqualified, includes amounts due by all debtors on 
open account, not only those arising ‘‘in the regular course of business.” 

The committee is inclined to agree with the critic, but when the definition 
was drawn the controlling idea was the use of the term in a balance-sheet, and 
the federal bulletin on the preparation of balance-sheet statements appears to 
limit ‘‘ Notes and accounts receivable’ to those due by customers and, pre- 
sumably, in the regular course of business. 
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COMMISSION-SELLING: 

In this case, one member of the committee objects strenuously to any implica- 
tion that such commissions are ever contingent liabilities. He says, “I can not 
agree. The commission is a liability in any case if the sale is taken up. It can 
not be a contingent liability. If a sale be taken up the full amount of the 
sale would appear in the accounts recc‘vable; if the commission appeared as a 
contingent liability the balance-sheet would show too much net assets. The 
account receivable at the best can produce only the amount of the sale /ess the 
commission, and the liability for commission is a positive deduction from the 
account receivable, not a contingent one.” 

To this another member replies that in some businesses, notably in those con- 
cerned with real estate, it is a general practice to treat as a ‘‘sale”’ a contract 
providing that title to the property involved will be given when certain condi- 
tions are fulfilled. 

In such cases it is also a general practice to make the payment of the com- 
mission to the salesman contingent upon the purchaser making payments and 
in such cases both the sale and the commission might be called contingent. 


NOTES RECEIVABLE—OFFICERS, STOCKHOLDERS AND EM- 
PLOYEES 

In the definition which appeared in the August number, there is this sentence: 
“The propriety of including them in ‘quick assets’ depends upon the circum- 
stances of each case.’’ As to this, a correspondent writes, ‘Never! They area 
most untrustworthy asset.” 

In the great majority of cases, this criticism is applicable, but we have known 
exceptional cases, especially in close corporations, where the amounts due by the 
officers in a flourishing concern were the best assets the company had and were 
those on which the bankers placed most reliance. 


PROVISION FOR BAD DEBTS: 

The committee gladly accepts the following suggested amendments: 

Provision for bad debts usually is calculated in one of two ways: 

(1) By setting aside each period a percentage of total sales, charging against 
the sum so set up any ascertained bad debts and carrying forward any 
unused residue to the next period. 

(2) By estimating, on the basis of a scrutiny of each account, the amount of 
probable loss in collection, adjusting the provision so that it shall equal 
the total of such estimated losses. 

The first plan is likely to produce a reserve either too large or too small; it has 
the advantage of giving a reasonably correct monthly profit statement. The 
second plan is more accurate but can be used only when it is practicable to 
examine each of the accounts in detail. 


COST OF SALES—COST OF GOODS SOLD: 

Another letter has been received and is of sufficient interest to publish in full, 
especially since the committee is sent too few such constructive criticisms. In 
this case it cheerfully accepts the definition suggested for “‘cost of goods sold” 
and tenders its thanks to the professional correspondent. 

“ This letter refers to the definition of ‘cost of sales’ appearing on page 


138 of the August issue of THE JOURNAL OF ACCOUNTANCY. It seems to 
me that this proposed definition is unfortunate in several respects. 
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“In the first place it might be stated that the term ‘cost of goods sold’ is 
preferable to ‘cost of sales.’ The latter term is confused by laymen with 
the ‘expense of making sales.’ This is likely to be increasingly true as 
cost accounting for marketing activities becomes, as it will, a steadily more 
important feature of our accounting work. 

“In the second place, if the ‘cost of goods sold’ is arrived at by the 
periodic-inventory method there is automatically included in the figure all 
adjustments of the actual cost of the goods which have been sold due to 
(a) reductions in inventory prices due to market fluctuations, (b) mer- 
chandise losses due to shrinkage, spoilage, theft, obsolescence, and other 
factors, (c) under or over absorbed manufacturing overhead. What is 
called ‘cost of goods sold’ then becomes cost of goods sold, spoiled, de- 
stroyed, or disappeared, plus or minus increase or decrease in inventory 


values. 
“In the third place the statement that cost of sales ‘is determined by 
deducting . . . etc.’ is erroneous as to a large majority of concerns which 


determine their cost of sales by recognized cost accounting principles and 
show ‘inventory variations’ as a distinct item of expense or deduction 
from profits. 
“‘ As a basis for working out an alternative definition I suggest the follow- 
ing: Cost of sales (better termed cost of goods sold) is the cost of those 
oods which have been sold and delivered during the period; this consists 
in the case of trading concerns of the purchase cost of the merchandise sold, 
including inbound delivery expenses, and in the case of manufacturing 
concerns of the total production cost of the goods sold, including raw 
materials, labor, and manufacturing expenses.” 


PREPAID EXPENSES : 
DEFERRED CHARGES 

Another correspondent suggests that in the definitions of these two ex- 
pressions, it is erroneous to call expenses or charges “‘ prepaid”’ if such charges 
have merely been made through crediting voucher account or accounts pay- 
able. 

The committee used the expression ‘‘for which settlement has been made.” 
It might better conform to accepted practice to say ‘‘ which have been entered 
in the accounts.”’ 

While in some cases the expression ‘‘ prepaid expenses’’ may not be literally 
accurate, it is a recognized and useful term which can not now be abolished or 
restricted in meaning as the correspondent suggests. 

The correspondent asks the committee to answer certain questions as to the 
use of these terms, but the committee is of the opinion that such discussions are 
beyond its field of work. 

The correspondent is referred to Charles B. Couchman’s work The Balance- 
sheet which deals with this matter clearly and at length, particularly on page 31, 
where, inter alia, it is said: 


‘ 


“Deferred charges do not represent any legal right to collect from any 
one the amount shown in the form of cash, commodities or service; whereas 
prepaid expenses do involve such right.” 


Examples are given showing that if rent be paid in advance, the tenant has 
the right to the use of the building and the rent is a prepaid expense, whereas 
if an amount is paid for moving from one place to a new situation, a deferred 
charge might be set up. 
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EDITED BY STEPHEN G. RusK 
SUMMARY OF RECENT RULINGS 


Collection of 1917 and 1918 taxes, assessed prior to the enactment of the 1924 
act, is barred under sec. 277 (a) (2), act of 1924, where proceedings were begun 
more than five years after the returns were filed, the time for inning such 
proceedings not being extended by sec. 278 (e) (2), act of 1924. (U. S. circuit 
court of appeals, third circuit, United States v. Harry and George Whyel et al.) 

The portion of the proceeds from the sale of cemetery lots paid by a cemetery 
association to a trustee under an irrevocable agreement of trust and pursuant 
to Kansas statutes, the income of which was to be used for the pe: petual care 
of such lots, is not taxable income to the association. (U.S. district court, 
Kansas, second division, American Cemetery Company v. United States.) 

A district court has jurisdiction of a suit for refund of taxes for a year involved 
in a proceeding before the board of tax appeals where the proceeding before the 
board was filed prior to the date of the enactment of the 1926 act, and heard 
after such date. (U. S. district court of Massachusetts, Old Colony Railroad 
Company v. United States.) 

A taxpayer may sue for the recovery of taxes illegally collected upon rejection 
in 1925 of a claim for refund therefor, where, prior to the enactment of the 1926 
act, it had appealed to the board from a deficiency asserted for the same year b 
the commissioner involving a different issue, and, after the enactment of rhe | 
act, hearings were had and the decision of the board in which the claim for 
refund was not considered, was rendered, and such decision of the board on an 
unrelated issue may not be pleaded as res adjudicata in a suit to enforce the claim 
for refund. (U.S. district court, Massachusetts, Old Colony Railroad Company 
v. United States.) 

Amount paid in 1921 asa bonus fora lease by a taxpayer on the cash-receipts- 
and-disbursements basis who was not to take possession of the property until 
January 1, 1922, is not deductible in 1921 as a payment required to be made asa 
condition to the continued use or possession of property within the meaning of 
sec. 234 (a) (1), act of 1921. (U.S. district court, Massachusetts, J. Alland & 
Brother, Inc., v. United States.) 

An annuity payable first out of income but if necessary out of principal of a 
trust fund created by will acquired by a widow solely in lieu of and in considera- 
tion for the relinquishment of statutory rights in the estate is a purchased annu- 
ity and exempt from income tax until the purchase price is returned. (U. S. 
district court, Connecticut, Eva F. Warner v. James J. Walsh, collector.) 

A taxpayer is not limited in a suit for recovery of taxes to the reasons for 
relief sought advanced in the claim for refund made tothecommissioner. (U.S. 
district court, Connecticut, Eva F. Warner v. James J. Walsh, collector.) 

Taxes for the years 1919 and 1920 voluntarily paid and without protest may 
not be recovered by suit against the collector begun after the enactment of the 
1924 act, sec. 1014 (a) of that act, applying to suits begun after the passage of the 
act as a result of transactions which arose after its passage and as to payments 
made and penalties or sums exacted and collected after its passage. (U.S 
district court, Connecticut, Eva F. Warner v. James J. Walsh, collector.) 

Action commenced after the passage of the 1921 act for the recovery of in- 
ternal-revenue taxes erroneously paid will lie against the collector, individu- 
ally, to whom the tax was paid, though no longer in office. (U. S. district 
court, Connecticut, Eva F, Warner v. James J. Walsh, collector.) 

_ A taxpayer is entitled to the benefit of the general order of the commissioner 
issued April 11, 1923, fixing April 1, 1924, as the date of the expiration for un- 
limited waivers for 1917 income taxes where an unlimited waiver for 1917 taxes 
was signed by the taxpayer on April 30, 1923, mailed April 10, 1923, and re- 
ceived by the commissioner April 13, 1923, the date of signing and mailing of 
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the waiver controlling. (U. S. district court, N. D. Ohio, E. D., National 
Tool Company v. Carl F. Routzahn, collector.) 

A taxpayer’s claim for credit against taxes due for the years 1916 and 1917 of 
an overpayment of taxes for 1918 as an inducement to the collector not to re- 
strain, does not constitute a waiver of the statute of limitations nor an estoppel 
from claiming the benefit of such statute, such claim creating neither an express 
nor implied waiver of the statute. (U. S. district pony D., Ohio E. D., 
National Tool Company v. Carl F. Routzahn, collector.) 

The obligor on tax-free covenant bonds is not entitled to the 25% reduction 
of 1923 taxes provided in sec. 1200, act of 1924, on its tax liability, on such tax- 
free covenant interest, such obligor not being the taxpayer. (U. S. district 
court, S. D. New York, Union Pacific Railroaa Company v. Frank K. Bowers.) 

An injunction was refused in a suit filed against an internal-revenue agent and 
a bank to restrain the bank only from producing its records showing the details 
of the deposits and withdrawals of the taxpayer ier a stated period pursuant toa 
summons issued under sec. 1104, act of 1926, to such bank by the revenue agent, 
until the court had determined what of such records, if any, the bank may be 
required to submit according to the terms of the summons, the court refusing to 
proceed on the assumption that the bank will fail to act with due regard to the 
taxpayer’s rights, and the evidence not showing that irreparable injury will 
result to the taxpayer if the bank respondsto the summons. (U. S. district 
court, Massachusetts, Robert C. Cooley v. Frank E. Bergin et al.) 

A taxpayer may recover, in a suit pending at the time of the enactment of the 
1928 act, 1917 taxes assessed prior to June 2, 1924, within the statutory period 
and collected after the expiration of the statute of limitations on collection upon 
the rejection of a claim in abatement, sec. 607 and 611 of the 1928 act not being 
designed to deprive the taxpayer of a vested right of action to recover a tax 
forcibly collected after the expiration of the statute of limitations. (U. S. 
district court, Oregon, H. S. Gile and Company v. Clyde G. Huntley, collector.) 

A corporation engaged in the wholesale grocery brokerage business, about 
18% of whose total gross sales during the year were made in trading on its own 
account, with an invested capital found by the court to be not less than 
$34,572.73, and using $88,000 of borrowed money was held to be entitled to the 
benefit of sec. 209, act of 1917, as a corporation having not more than a nominal 
capital, where the capital employed in the business was almost wholly used not 
to produce income but as a fund from which to advance salaries and wages and 
to maintain the organization during the interval between the performance of 
services and the receipt of commissions earned thereby. (U. S. district court, 
W. D. western district of Missouri, McManus-Heryer Brokerage Company v. 
Noah Crooks, collector.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PracticeE—Part II (concluded) 
May 18, 1928, 1 P. M. to 6 P. M. 
The candidate must answer all the following questions: 


No. 2 (22 points): 
The balance-sheet of the Tiber Manufacturing Company, Inc., as at Decem- 
ber 31, 1926, prepared by the company, was as follows: 








Assets 
Current assets: 
D2... db oe hns conabahehebtas steieans oo $17,500 
Notes and accounts receivable..................-.--+-se-e 165,000 
Inventories (at lower, cost or market): 
Raw material and supplies.................... $80,000 
NS EE er rae aon 35,000 
| RES ee eye 5 See 120,000 
Goods on consignment.....................055 25,000 260,000 
pc een re ne $442,500 
Prepaid expenses: 
eee eee re 1,700 
Fixed assets: 
Land. RID eee ee ee PEP ea? ee, Oe oe $75,000 
Buildings. TR LE PEED he * WA. eco Sulh OSes eS 325,000 
Machinery and equipment > i sk oa. 550,000 950,000 
TOE o.oo nies widens 40 sbneeenndaseee dee eee $1,394,200 
Liabilities 
Current liabilities: 
CTT PETS Tee Tere eT TT eT $145,000 
PID «6.0. 5 vce apcnin as do x0 0:4 menace 230,000 
Accrued liabilities—wages and taxes.................200.05: 7,000 
Total current lebilitios... i... wc ccc icccscecesecs | 
Reserves: 
IL Sata s nag dae wee tee eee ee $220,000 
MNCs 6 a siiip ae Ga ae nd bie Pa ee ee 3,500 
le I II, uss ove nscnnssneesawawe aces 50,000 273,500 
ODUNNE QUIEN. nv sin cccsccssvcesccces’ sang eeeeeeel 738,700 
Total. .... Pee 5 apa e nee ache wa Cone $1,394,200 


The authorized capital stock of the company, all of which is outstanding, 
consists of 3,000 shares of 6 per cent. cumulative preferred stock and 5,000 
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shares of common, all shares being of the par value of $100 each. The former 
is preferred both as to capital and dividends and the preferred dividends, pay- 
able June 30th and December 31st, have been paid to June 30, 1925. 
Advances to officers and employees aggregate $25,000, for which notes were 
iven. Travel advances to salesmen amount to $3,500 and the balances due 
rom customers on open account are expected to realize $133,000. Customers’ 
notes receivable amounting to $20,000 have been discounted. 

The stated liability on notes payable includes trade acceptances $25,000 and 
the balance, consisting of loans from banks, is secured by the hypothecation of 
finished goods valued in the inventory at $70,000. 

The fixed assets are stated at the appraised value of December 31, 1926, 
when the net book value—$500,000 (cost less depreciation)—was adjusted to 
the appraisal figures. 

Noting these facts, you are asked to comment on the above balance-sheet 
making such changes in form as you consider desirable. 


Solution: 

The balance-sheet prepared by the company fails to disclose some essential 
information. Showing the stockholders’ equity in one amount is particulaziy 
unsatisfactory as it fails to disclose the nature of the outstanding stock and the 
fact that an operating deficit has been partly offset by unrealized profit 
from an appraisal. The equity shown in the company balance-sheet is de- 
tailed in the revised balance-sheet (see following page) as follows: 


Preferred stock .. a 2 $300,000.00 
Common stock........ ' 500,000.00 
Appreciation of fixed assets 230,000.00 
aa $1,030,000.00 
Less: Operating deficit 291,300.00 
Remainder $738,700.00 


The notes receivable from officers and employees have not been taken out 
of the current section as there is nothing in the problem to show that they are 
not current. They have been separated from customers’ receivables, however. 

The reserve for bad debts has been brought over to the asset side as a deduc- 
tion more exactly to state the current assets, and the reserve for depreciation 
has been brought over to show the net appraised value of the fixed assets. 

Advances to traveling men are probably more properly classified as prepaid 
expenses than as current assets. 

The note-payable liability has been divided to show trade obligations and 
bank loans, and the security to the bank loans has been stated. It does not 
appear necessary to mention the hypothecation of the merchandise on both the 
asset and liability sides of the balance-sheet. 

It is noted that merchandise is out on consignment, but it is stated to be 
valued at the lower of cost or market; hence, no correction appears necessary. 

The problem asks for comments on the balance-sheet, not on the financial 
condition of the company 
No. 3 (13 points): 

A corporation was formed January 1, 1909. 

The buildings, taken over from a predecessor company, were set up on the 


books of the new company at cost to that company, in one amount, and de- 
preciation for federal income-tax purposes was based upon such value. 
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As of December 31, 1926, an appraisal was made of the company’s plant in 
detail and new plant values, representing depreciated replacement values, were 
set up on the books as of January 1, 1927. 

As the result of an earthquake in 1927, part of the walls of one of the buildings 
collapsed and had to be rebuilt, the loss sustained not being covered by in- 
surance. 

State how you would proceed to estimate (1) the amount of the book loss 
to be recorded and (2) the amount of loss to be claimed on the company’s 
federal income-tax return for 1927. 

If the loss to be claimed on the tax return is $4,480, and depreciation on 
buildings has been taken at the rate of 2 per cent. per annum, what was the 
indicated cost at January 1, 1909, of the walls destroyed? 


Solution: 

The amount of the loss to be claimed on the company’s federal income-tax 
return for 1927 is the cost of the walls which collapsed, less the amount of 
accrued or accumulated depreciation and the scrap value. The cost of the 
walls and the building may be obtained from the records of the architect or 
contractor who constructed the building for the predecessor company. With 
these amounts at hand, the cost of the walls to the present company may be 
determined thus: 


Cost of building to new compan 
: — X Cost of walls to predecessor company. 





Cost of building to predecessor company 


If such records of the cost to the predecessor company are not available 
an estimate from the architect or contractor or both should be obtained and 
used in conjunction with the accountant’s estimate. 

As an additional check against the cost obtained as outlined above, the 
accountant may arrive at an estimate of the cost of the walls by applying the 
ratio of the appraised value of the walls to the appraised value of the entire 
building against the cost of the building as shown by the company’s records. 
The amount thus determined, while not accurate, would represent a reasonable 
estimate, and, used with the architect’s or contractor’s estimate, should sustain 
a claim for the loss. 

Working backward from the amount of the loss given in the problem, the 
cost of the walls is found to be $7,000 allowing for no scrap. 

The accumulated depreciation from January 1, 1909, to January 1, 1927, 
(eighteen years) at 2% per annum would be 36% of the cost. The amount 
of the loss, $4,480, is, therefore, 100%—36%, or 64% of the cost, which is 
obtained by dividing $4,480 by 64%, or $7,0u0. 


Proof: 
Cost of walls at January 1,1909......... .... $7,000.00 
Depreciation—18 years at 2% or 36%. Me Tee 2,520.00 
Lome ——(eeOCINNSS COGE) . wn 5w cece cceesceeeees $4,480.00 





An entry should be made on the books of the company to clear the accounts 
of the cost of the walls destroyed and the depreciation thereon, and to record 
the loss. The cost of rebuilding the walls should be charged to the building 
account. 
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The book loss represented by the appraised value of the walls should be 
recorded as follows: 


cere Bee GH s «0 os 0 0c cceicsiasessares ? 

EEE, «. o.n'e ss istwtpodecncssupcccnmpeesachanses $4,480.00 

Surplus arising from revaluation of plant........... ? 
NE. 4.0 0ns 20.52 onthinned denies ? 


To clear building account of the appraised value of 
walls destroyed as the result of an earthquake. 


It is assumed in the above solution that the earthquake occurred on or shortly 
after January 1, 1927. 


EXAMINATION IN AUDITING 
May 17, 1928, 9 A. M. to 12:30 P. M. 
The candidate must answer all the following questions: 


No. 1 (8 points): 
Prepare an audit programme for a thorough verification of the cash balance 
of a corporation operating a chain of retail drug stores. 


Answer: 

We shall assume that arrangements are made to count the cash at the close 
of business on the balance-sheet date, so as to avoid the necessity of verifying 
cash transactions for a period subsequent to the balance-sheet date, as would 
be obligatory if the cash were counted at a iater date. Enough men should be 
assigned to the engagement to make simultaneous counts of the cash funds 
at the head office and at all stores, to avoid any possible substitution of funds. 
It might be possible to reduce the number of men assigned to the engagement 
by verifying the funds at the head office after they have been transferred from 
the stores, but undoubtedly change funds at least would be allowed to remain 
at the stores, and the verification of these would require visits to the several 
locations. Verification of all funds at the stores before remittance to the head 
office or before deposit in bank would reduce the number of in-transit items to be 
verified. Such transit items as exist should be verified, and any funds counted 
prior to deposit or transfer should be traced into the bank or to the transferee. 

Bank statements and certifications as to balances should be obtained and 
the bank accounts reconciled. The total amount of cash thus determined to be 
on hand, in transit and on deposit should be in agreement with the balance 
called for by the books. 

All negotiable securities should be verified simultaneously with the cash, 
to detect any attempt to conceal a cash shortage by obtaining funds temporarily 
by the use of the securities. 

Having found that the cash on hand, in transit and in bank is in agreement 
with the balance required by the books, tests should be made to determine 
whether or not the books have been manipulated to reduce the book balance. 
This will involve tests of the cashbook footings, vouching of disbursements, 
and an examination of the records of receipts to determine that all cash received 
has been properly recorded. Just what routine will be followed in the verifica- 
tion of the receipts will depend upon the system of accounting and internal 
check. The greater portion of the receipts will be transfers to the head office 
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from the local stores, and the verification thereof will include an examination 
of the local store reports, and a study of the system of internal check to ascer- 
tain its adequacy. 
No. 2 (15 points): 

In commencing an audit, on January 20, 1928, of the accounts of four 
brothers for the calendar year 1927, the following conditions are met: 

The accounts of each estate are kept in a separate set of books, in order to 
preserve the privacy of the affairs of each brother. The records of all the 
personal estates are kept by one confidential secretary and his staff. The books 
of each estate have been closed as of December 31, 1927, but none of the Janu- 
ary, 1928, transactions has been entered. All the personal estates are large 
and include many marketable securities. The owners of these assets are often 
away for several months on business or for recreation. During the year under 
audit, there were frequent purchases and sales of stocks and bonds. Some of 
the investment securities are kept in the secretary’s office safe, others are kept in 
separate safe-cleposit boxes for each estate and the rest are held by brokers. 
The secretary has access to all safe-deposit boxes. 

Outline the procedure to be used in verifying the securities and submit the 
report which you would make upon this feature of the examination. 


Answer: 

Since the question states that the books of the estates have been closed as of 
December 31, 1927, but that no entries have been made for the January 
transactions, it must be assumed that the verification is being made after De- 
cember 31, 1927. The books should be written up to the date of the visit, say 
January 31st, so as to show what securities should be on hand at that date. 
Pending the completion of this work and the preparation of security lists, a 
control should be established over the securities in the safe-deposit boxes 
and the office safe by sealing. When the lists have been completed, the se- 
curities in the safe-deposit boxes and in the safe should be checked against the 
lists. The securities of all estates should be verified simultaneously, as the 
confidential secretary has access to them all and might substitute securities if 
the securities of all the estates were not kept under contro! and checked at 
one time. 

The brokers should be asked for confirmations of the securities in their pos- 
session at the cut-off date, say January 31st, and for statements of their 
accounts since December 31st. 

The transactions for January should be applied to the January 31st balances 
as shown by the verified lists to ascertain the securities owned at December 31st, 
but this would be a verification only as to the total securities. There would 
be no way to prove that the securities which should have been in the safe- 
deposit boxes and the safe were actually there on December 31st. 

While it would be impossible to make physical verification as of December 
31st of the securities not with brokers, the brokers’ statements would show the 
securities held long by them on that date or such long securities could be 
ascertained by working back from the January 31st balances. The securities 
thus held by the brokers should be ascertained and shown in the report as 
security to the brokers’ accounts. 

Having thus verified the securities held at December 31st in total, the trans- 
actions during the year should be verified against brokers’ statements to de- 
termine that no errors or misstatements have been made in the accounts to 
understate the balances as of the close of the year. 
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Just as the simultaneous verification of securities was essential to the 
verification of cash, as mentioned in the answer to question 1, so the simultane- 
ous verification of cash would be essential to the verification of securities. 

The report might contain a schedule of securities owned at December 31st 
and a comment as follows: 

‘We verified the securities owned by inspection of those held in safe- 
deposit vaults and in the office safe on January 31, 1928, by certifications 
received from brokers as to securities held by them on that date, and by 
application of recorded and verified transactions between December 31, 
1927, and January 31, 1928. The securities thus indicated to have been 
owned at December 31, 1927, are detailed in schedule Se 

No. 3 (7 points): : ; ; 

Mention five important points of personal conduct to which an auditor or 

accountant should give particular attention on an engagement. 





Answer: 

(1) Promptness. 

(2) Consideration of the convenience of the office force, so far as the demands 
for records, etc., are concerned. 

(3) Care in returning books and other documents. 

(4) A careful balance between insistence upon adequate evidence and 
arrogance or an attitude of suspicion. 

(5) Avoidance of needless conversation with members of the client’s organi- 
zation, especially concerning any matters coming to the auditor’s 
attention during the course of the audit. 

No. 4 (10 points): 

For several years, including 1925, a public accountant had prepared state- 
ments and tax returns for the F corporation. In August, 1926, he was ap- 
proached by M who, according to the newspapers, had purchased the F 
corporation’s business. M asked him for copies of his statements previously 
made for the corporation, his stated intention being to use them for comparative 
purposes. M asserted that he had the financial records from the inception of 
the F corporation. 

ee fully how you would act if confronted by such a situation and tell 
why. 

Answer: 

The auditor should take the position that he could not furnish any informa- 
tion, either orally or in the form of previously rendered reports, except with the 
consent of the parties who were his clients at the time the work was done. He 
should explain his reason for this position, namely that he stood in a con- 
fidential relationship to his clients and had no right to give out information 
without their consent. 

No. 5 (15 points): 

_ A manufacturing company submits an inventory based on actual count or 
inspection. Outline a suitable programme for the verification of such an 
inventory. 

Answer: 

As some tinie would have been required to complete the inventory, physical 
quantities could not be verified by merely inspecting the merchandise and 
making :ndependent quantitative tests. In addition it would be necessary 
to work back, by the use of stock cards, purchase and sale records or otherwise, 
to the quantities on hand at the inventory date. 
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Having thus verified physical quantities on hand, consideration should be 
given to matters of obsolete or unsalable goods, merchandise included in the 
inventory but held on consignment or not taken up on the books by charge to 
purchases, merchandise out on consignment and not included in the inventory, 
and merchandise on hand at inventcry date but not inventoried because the 
purchase had not been recorded. 

The prices applied to the inventory should then be checked, either against 
recent invoices or against cost records, to determine whether cost, lower of 
cost or market, or some other basis was used. 

Tests should then be made of extensions and footings. 

No. 6 (10 points): 

You are engaged to audit the books of account of the X corporation for the 
oc od ended December 31, 1927, its condensed balance-sheet, as of that date, 

ing as follows: 


Assets Liabilities 
eo eer $70,000 Current liabilities........ $30,000 
Fixed assets..... $75,000 Capital stock... $80,000 
Less: Deprecia- Less: Intreasury 20,000 
tion reserve . 15,000 Oo 60,000 
——__ 60,000 Surplus.... aca 40,000 
$130,000 $130,000 


A statement of the surplus account is as follows: 


1927 
Jan. 1 Balance forward..... . $22,500 
Mar. 15 Income tax, 1926. $2,500 
16 Cash dividend (25 per cent.) . 20,000 
Dec. 31 Net profit for year 1927.... 40,000 


Balance down...... 40,000 
$62,500 $62,500 











Your investigation of the item of treasury stock reveals that the company, 
by proper corporate action, acquired 200 shares of its own capital stock in 
March, 1927, immediately after declaration of dividend, paying $20,000 cash 
therefor, as evidenced by the entry on the books: 


po rear ... $20,000 
Oo” (Sa Se ae ake ae $20,000 


The laws of your state provide: 


“Every corporation shall have the power to purchase, hold, sell and 
transfer shares of its own capital stock; provided that no such corporation 
shall purchase its own shares except from the surplus of its assets over its 
liabilities, including capital.” 


Being authorized by the board of directors to make any entry you deem 
necessary to bring the treasury stock purchase within the requirements of the 
law, state what entry, if any, you would make. 


Note:—No income tax for 1927 is to be given consideration. 
Answer: 

The quoted statement of law appears to mean clearly that the payment 
made in the acquisition of treasury stock can not exceed the surplus existing 
at the time of the purchase. If this is the case the purchase of treasury stock 
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appears to have been illegal, and it does not seem that any entry can be made 
which will change an illegal action into a legal one. 

As the twenty-five per cent. dividend was presumably not paid on the 
treasury stock, the charge to surplus in respect of this dividend would be 
reduced $5,000, and it is possible that $15,000 of profit may have been earned 
between December 31, 1926, and the date of the purchase of the stock. This 
would be sufficient to make the purchase of treasury stock legal. The entry 
with respect to the excess dividend would be a debit to dividends payable and 
a credit to surplus, in the amount of $5,000. The entry to take into surplus 
the portion of profit earned at the date of the purchase of the treasury stock 
can not be given without more information as to whether or not the books 


are closed monthly. 


No. 7 (10 points): 
You are retained to audit the accounts of a fruit-packing plant for the year 
ended December 31, 1926. The packing season is from May 15th to September 


15th. 
As you are required to certify to the profits for the year 1926, as well as to 
the closing balance-sheet, you will have to examine the inventories at the 


baggenins and end of the period. 
‘ou find that the company did not maintain any accurate stock records and 


that the costs were very largely a matter of estimate. 
In this particular company, large stocks are carried over at the end of each 


year. 
Outline your procedure in verifying the opening inventory. 
Answer: 

Starting with the quantities shown by the closing inventory, it might be 
possible to work back to the opening inventory quantities by the application 
of quantities shown by production and sales records. As the question states 
that no accurate stock records were kept, the production and sales records 
appear to be the only recourse. 

After checking in this manner the quantities shown by the opening inven- 
tory, it might be possible to determine production costs during the year 1925 
and apply them against the quantities. 

The determination of quantities and costs weuld be somewhat less difficult 
in a fruit-packing plant with a production season closing on September 15th 
than it would be in a manufacturing plant where work would be in progress 
at the end of the year. 

Something might be accomplished by comparing production costs of the two 
years, and selling prices of the two years, to obtain information as to probable 
uniformity or probable differences in gross-profit rates, and then applying the 
gross-profit test to the opening inventory. 

No. 8 (10 points): 

In 1925 the T corporation purchased heavy motors, costing $30,000, and 
charged them to “equipment’’ account. As an “electrical equipment” 
account was also carried on the books, the auditor questioned the distribution 
and was told that “electrical equipment" included only unitemized plant 
charges, such as wiring. The charge was allowed to etand, 

Depreciation rates in effect were 15 per cent. the first year—on machinery, 
10 per cent. on remaining balances thereafter; on equipment and electrical 
equipment 40 per cent. on remaining balances. 

Under long-standing bonus contracts with managers 65 per cent. of the 
profits were divided among them. 
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Late in 1926, it was discovered that heavy motors had, prior to 1920, been 
charged to machinery account and the auditor was so informed. 

What action should he take or recommend? 

Answer: 

The question appears to be subject to two interpretations: 

First: Motors should be charged to machinery account and depreciated at 
the machinery rate. The charges prior to 1920 were correct, and the 1925 
charge was wrong. On this assumption the only correction necessary is a 
transfer from equipment to machinery of the cost of motors purchased in 1925. 
As only one year’s depreciation has been provided on these motors, and as 
the equipment and machinery rates for the first year of use are the same, no 
adjustment of depreciation is necessary and consequently there will be no 
adjustment of managers’ bonuses. 

The question does not state whether any purchases were made between 
1920 and 1925. If any purchases were made during this period and charged 
to equipment when they should have been charged to machinery, the cost 
should be transferred from the equipment to the machinery account, and 
adjustments made with respect to the overstatement of depreciation resulting 
from depreciating them at the 40 per cent. rate instead of at the 10 per cent. rate. 

Second: Motors should be charged to equipment account and all charges 
for purchases prior to 1920 were incorrect. Since the motors purchased 
prior to 1920 have been depreciated at a 10 per cent. rate instead of a 40 per 
cent. rate, the depreciation charges should be corrected by charge to surplus. 

Whether the adjustment of depreciation should also result in an adjustment 
of the managers’ bonuses for prior years, or an adjustment of the bonuses of 
1926 to compensate for the errors of prior years, or no bonus adjustment, will 
depend upon the contract with the managers. 

No. 9 (9 points): 

A corporation finds that if it charges the usual amount of depreciation, the 
net profits for 1927 will not equal the dividend requirements. It decides to 
make no charge for depreciation in that year, as an appraisal has shown a 
large appreciation in fixed assets over book value and a depreciation consider- 
ably less than the reserve on the books. 

The declaration of a dividend is delayed pending your advice. 

What advice will you give? 

Answer: 

The general rule has been that dividends can be paid only from surpius 
and that surplus is overstated unless provision has been made for the depre- 
ciation of fixed assets. Under this rule the accountant should advise the com- 
pany to pay no dividend until after making a provision for depreciation, but 
this advice would be subject to certain qualifications. 

In the first place, the question states that the appraisal discloses an over- 
statement in the reserve. Presumably according to the appraisal the reserve 
is based on replacement cost and is therefore in excess of a proper reserve 
based on cost. Assuming that the company is not permitted to pay dividends 
from surplus resulting from an appraisal, it follows that it can determine the 
surplus available for dividends on the basis of the establishment of an adequate 
reserve on a cost basis rather than on an appraisal basis. Therefore it would 
appear permissible to ascertain the estimated life by appraisal and to recompute 
the depreciation of prior years on the basis of the ratio of the expired life to the 
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total life estimated by the appraiser, applied to cost. The resulting reduction 
in the reserve could be credited to surplus, and the reserve could be raised to 
the total shown by the appraisal by charge to the capital surplus resulting from 
adjusting the property accounts from cost to replacement cost. 

The laws with respect to the payment of dividends have been modified 
materially in some states since the introduction of the no-par-value form of 
stock. For instance, in some states it is permissible to pay dividends if the 
net assets exceed the stated value of the stock, and appraised values may be 
used in determining the value of the net assets. The laws of the state of in- 
corporation of the company in question should be studied to determine the 
exact legal requirements applying to the company. 

No. 10 (6 points): 

(a) Outline a method of handling dues for a club which has two classes of 
members. 

Bills for dues are rendered semi-annually. A statement of income and ex- 
pense and a balance-sheet are prepared monthly. 

(b) Indicate the accounts which might appear on the balance-sheet relating 
to dues and state in what balance-sheet group each should appear. 

Answer: 

The question does not state the nature of the two classes of memberships, 
and we shall assume that they are life memberships and annual memberships. 

Amounts received by the club on sales of memberships may be credited to 
a membership account, the balance of which will appear in the capital section 
of the balance-sheet. Amounts received as initiation and transfer fees will 
find their way into surplus, either directly or through the current-income 
accourt. 

Semi-annual dues of annual members will be charged, as billed, to accounts 
receivable—members, and credited to dues billed in advance. Monthly 
transfers will be made from dues billed in advance to dues income. The 
accounts receivable will appear in the current-asset section of the balance- 
sheet, and the dues billed in advance will appear on the liability side as a 
deferred credit. 

Both the life members and the annual members will be billed for the excise 
tax, the entry being a charge to the members and a credit to dues taxes pay- 
able. Unpaid balances of taxes will appear in the balance-sheet as a current 
liability. 

ONE REASON FOR FAILURES 

As editor of this department and in various other capacities I have been 
privileged, during the past fifteen years, to come in contact with several 
hundred candidates in the Institute and state examinations and to form some 
opinion of their capabilities and limitations. I have also talked with members 
of examining boards. Certain things have impressed themselves upon me 
as causes of candidates’ faiiures. 

One pathetic cause of many failures—pathetic because it is apparently so 
unnecessary—is the attitude which seems to be taken toward the answering 
of questions as distinguished from the solution of problems. Many can- 
didates appear to have adopted unconsciously the attitude that the problems 
are relatively hard and important, and the questions relatively easy and 
unimportant. Consequently, candidates often fail to give the questions the 
consideration necessary to an adequate answer. 
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One of the ways in which this, let us say, indifference manifests itself is in 
answers which are not responsive to the questions. To illustrate from an 
oft-repeated experience: 

Question: A corporation purchases 10 shares of its own stock at $90 per 
share and records the transaction by debiting treasury stock and credit- 
ing cash $900. Discuss the propriety of this entry and if you regard it 
as incorrect give the correcting entry. ; 

Answer: The entry was wrong; it should have been, debit treasury stock 
$1,000, and credit cash $900 and surplus $100. 

Now this answer, in my opinion, entitled the candidate to a credit of exactly 
zero. It contains no discussion of the propriety of the entry; it merely con- 
tains the statement that the entry was wrong. And instead of giving the 
correcting entry (that is, the entry now necessary to correct the books), it 
gives the correct entry as it should have been made in the first place. Now, as 
I said, this is pathetic because it is unnecessary. The candidate undoubtedly 
knew why the entry was wrong and could have given an adequate discussion 
of the matter. He could just as well have given the correcting entry as the 
correct entry. Only he didn’t think. 

How often have I heard the complaint that the examiners are intent on 
keeping men from passing the examination and the remark, “I know my 
answers were all right, and the examiners had no justification for failing me.” 
I can hear the man, who wrote the answer quoted above, saying it. 

Perhaps I am a little severe in holding that the answer entitled the candidate 
to a credit of zero. The answer certainly indicates that the candidate knows 
something about accounting for treasury stock. Should not the examiner 
give the candidate credit for what he apparently knows? I believe the ex- 
aminers are justified in taking the position that a professional man should be 
able to perform an engagement in accordance with the stipulations of his 
client, always assuming that these stipulations are not at variance with the 
proprieties of the profession. If the candidate can not follow the instructions 
of the examiner, has the examiner any right to turn him loose upon the public 
with an official recognition which will give prospective clients assurance that 
he can and will render desired and stipulated professional services? I do not 
think so. 

There is an old saw about taking a Dutchman for what he means and not 
for what he says. Consideration should be given to any one trying to ex- 
press himself in an inadequately mastered language. But there seems to be 
no obligation to overlook the incapacity of a professional man to express 
himself correctly in the language of his profession. 

Question: What would you do if your client should demand delivery of 
your report before a confirmation had been received from a bank in a 
distant city with respect to the bank balance and notes payable? 

Answer (and an actual one, believe it or not): If my confirmation to the 
bank for verification of the aforementioned facts had not been received 
by me at the date of the client’s request, I would complete the report 
and render it but I would qualify the report on the bank. 

Now it is perfectly obvious that the candidate had the right idea, and his 
answer is perfect, with a few exceptions. ‘My confirmation” must mean 
the accountant’s confirmation. But the accountant does not confirm. He 
requests a confirmation, but the confirmation, when received, will be the 
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bank’s. ‘‘The aforementioned facts’—how can they be known to be facts 
until they have been confirmed? ‘At the date of the client’s request”—of 
course the date of rendition of the report is meant, and this may be different 
from the date of the client’s request as time may be required for completion 
of the report. if, in the meantime, the confirmation is received, no quali- 
fication will be necessary. ‘‘ Qualify the report on the bank’’—the accountant 
is not rendering a report on the bank; he is rendering a report on an audit of 
the accounts of some client who keeps an account at the bank. 

It may be possible for a man to be a good accountant although unable to 
spell, punctuate or write with grammatical correctness. But if you were an 
examiner, what impression of the professional qualifications of a candidate 
would you obtain by reading the following answer? 

Question: Write a short comment for a report which will indicate the 
extent of work which, in your opinion, would be an adequate verification 
of an inventory. 

Answer: The footings, extentions, and prices of the invetory was checked. 
We also obtained certificates from certain company officials who 
regarded the invetory to be correct. 

Ignoring the question of whether the work done, as stated by the comment, 
constitutes an adequate verification of the inventory, there remain for con- 
sideration: 

A compound subject and a singular predicate; 

The misspelling of two frequently used words in an accountant’s technical 

vocabulary; 

An incorrect locution after ‘‘regarded”’; 

The omission of a comma after “‘officials,’’ with the result that the comment 
may be reasonably interpreted as meaning that the accountant requested 
certificates from officials who held a favorable attitude toward the inven- 
tory but refrained from requesting certificates of officials whose attitude 
might have been less favorable, 
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Book Reviews 


ACCOUNTING METHOD, by C. Rurus Rorem. The University of Chicago 
Press, Chicago. 596 pages. 

In accepting the commission to read Accounting Method and to write a review 
thereof for publication, this reviewer was attracted by the title. This title, it 
was felt, might cover any one of a multitude of topics, so that perhaps the task 
undertaken might cause the reviewer to find something new—some one of 
the many angles of accounting upon which at the present time there is no worth- 
while available material. However, disappointment was encountered, inas- 
much as the book— it so states in the preface—is the basis for the introductory 
course in accounting in the university of whose staff the author is a member. 

One of the first things provocative of thought is that this text defines account- 
ing as a method, a method similar to statistics. When this reviewer studied 
the subject at various schools and colleges, he was given to understand that 
accounting was a science and accountancy a profession; he has passed along the 
same ideas to those who have studied under his tutelage. It seems now that a 
great many of us have been grievously in error for many years—that there is 
not so much to this accounting after all; that the knowledge we have spent ten 
to fifteen years to acquire is something it is now possible to salt away by merely 
learning a method. One would hardly expect a state to take such an active 
part in licensing accountants were accounting only a method. 

Again, the book informs the reader that the author shows how accounting 
may be made a means for social control—politicians will please note that we 
are going to get their numbers in the near future. Apparently, those of us who 
work daily with accounts and their interpretation have been doing at best a sort 
of half-baked job since we have not realized the importance and vital value of 
social control. I am sure clients and employers will value our services much 
more than at present if in the future we emphasize this feature in our work. 

The text is divided into four portions. Parts one and two introduce double- 
entry in what may be described as the balance-sheet approach. Parts three 
and four are concerned with accounting valuation and interpretation. The 
four portions are subdivided into forty chapters. The writing is smooth but 
rather verbose, and considerable repetition is encountered. Numerous chap- 
ters are rather short—a good idea—but some of them undoubtedly could be 
consolidated to advantage, thus making in all not more than thirty short 
chapters. 

The illustration on page 49, closing income and expense accounts into a 
summary account called income and expense does not appeal to me, inasmuch 
as after all is said and done accountants must utilize the vocabulary of business 
men, rather than their own, if success is to be measured by the opinions of 
clients. Chapter ten on periodic adjustment and summarization appears to 
be rather difficult for a beginning student to follow. Chapter eleven brings 
into being the work sheet; this seems to be too early in the course, since a begin- 
ning student who has had only about seven weeks of work can not grasp the 
idea satisfactorily. 

Chapter twelve concerns the balance-sheet and chapter thirteen the state- 
ment of income and expense; again, it is suggested that the ordinary business 
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vocabulary would be followed closer with profit by calling the latter statement 
by its common name—statement of profit and loss. Chapter twenty-three on 
valuation of current assets is excellent. 

On page 392, the reader is informed that c.o.d. sales should be credited to the 
regular sales account. Also, on the same page one notices that purchase dis- 
count is an offset to cost of goods. Perhaps these suggestions have been made 
just to have the book a bit different from generally accepted practice. 

Chapter thirty-six on ratios in accounting reports is very good and worth 
while. But the same can not be said of chapters thirty-seven, thirty-nine and 
forty—on averages and trends, administrative uses of cost data and social 
control, respectively. It is submitted that these chapters are too advanced for 
elementary students. 

Many writers to the contrary notwithstanding, the subject of single-entry 
should be given more space than is allotted to it in this book. Again and 
again, single-entry is encountered in practice; the books of more than one new 
client are single-entry records, and it is not always possible to effect an immedi- 
ate change to double-entry. Also, in order to make the change it is necessary 
to know single-entry thoroughly. The same criticism is offered in regard to 
the mixed-merchandise account; it should be explained fully. 

All in all, this reviewer conscientiously can not recommend this book for the 
purposes for which apparently it was written, even though in spots it is brilliant. 

GEorRGE E, BENNETT. 


HOW TO TALK, by JoHN MANTLE CLApp and Epwin A. Kane. The Ronald 
Press Co., New York. 647 pages. 

It may seem strange and incongruous to review a book on talk in a journal for 
accountants, but the fact is, the accountant, of all professional men, should be 
the master of simple, terse, direct English. Whether writing his report, 
analyzing a financial statement for a board of directors, discussing a business 
trend at a service-club luncheon or advocating a cause before a larger assem- 
blage, the accountant must be able to express himself with clearness and with 
force. 

The complaint is heard that the profession of public accountancy has not 
received the recognition it deserves. The blame lies with the accountant. He 
has not ‘‘sold”’ himself and his profession to the business world, if we may be 
permitted an obnoxious yet very expressive slang phrase. On his feet, he 
appears tongue-tied or obfuscates his audience with a maze of technical phrase- 
ology. One talk before a stockholders’ meeting or one address before a dinner 
club, in which the accountant has clarified a balance-sheet or illuminated an 
accounting principle with vividness and charm, does more to create goodwill 
for himself and his profession than extensive advertising, be it never so adroit. 

“There is no working tool so powerful as real skill in speech.” In conversa- 
tion, in interview, in the social circle, in business life, on the platform, the man 
who can wield this tool with the greatest ease and efficiency is the master of the 
situation. The ability to express one’s self with precision, conciseness and 
conviction is a personal asset of inestimable value. 

In How To Talk Professor Clapp and Professor Kane have produced a volume 
that is as practical as a treatise on engineering, as comprehensive as a textbook 
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on accountancy and as interesting as a best seller. As the preface promises, 
the book is ‘‘a plain account of how to make the best use of resources which we 
all possess in situations which we all experience.” Vocabulary, preparation, 
delivery and all the technique of the art of talking are treated with a most 
fascinating and enlightening non-technicality, and many invaluable sugges- 
tions are given for the cultivation of the capacity to talk effectively and con- 
vincingly. These suggestions are not the trite, cut-and-dried exercises of 
the hack elocution teacher. They are fresh and lively and can be utilized to 
advantage by the sober graybeard as well as by the enthusiastic young tyro. 
REYNOLD E. BLIGHT. 
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